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OUR COVER 


By showing that 32 per cent of our national income is taken by 
governments, we may not be expressing a startling fact, but the design 
on the cover does point up many problems which need some serious 
attention. The total tax take, in more exact percentages, is 31.7 per 
cent, of which 21.9 per cent is earmarked for the federal government and 
9.9 per cent for state and local governments. The $360.5 billion 
figure shown in the illustration is the 1958 national income. 


Prior to 1940 the larger share of the national income was taken by 
the state and local governments, not the federal government. For 
instance, in 1940 the federal government took 10.5 per cent while the 
state and local governments took 11.2 per cent of a national income 
of $81.6 billion. Standing in even sharper contrast is the year 1932, 
when state and local governments took 16.9 per cent and the federal 
government took only 4 per cent of the national income. That year the 
national income was only $42.5 billion. 


As the American economy grew, the receipts of the various govern- 
ments also expanded, but continued growth in the economy brings 
continued rise in the demand for more and different types of public 
services. This, in turn, creates a problem in responsibilities to provide 
these services, and this, in turn, creates a problem of co-ordination of the 
revenue systems—a separation of revenue sources. It's like the situa- 
tion of too many horses drinking from the same trough. Well, as we 
said at the beginning, the chart was designed to raise problems, not 
to answer them. 


THIS MAGAZINE is published to promote sound thought in economic, legal ana 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Hditor, Henry L. Stewart; Wash- 
ington Editor, Lyman L, Long; Business Manager, James L. Jones: Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


The federal income tax deduction on state returns. In our depart- 
ment “From the Thoughtful Tax Man,” we are publishing a letter 
received from Fred L. Cox of the Department of Revenue, Income 
Tax Unit of the State of Georgia. 

Mr. Cox is, of course, well known to tax men for his enthusiastic 
and patriotic efforts to collect taxes for the State of Georgia. His 
immediate concern is the deduction of federal income taxes on state 
returns. Some states have never allowed such a deduction, but there 
are perennial attempts to enact such a provision. Some states (includ- 
ing Georgia) which had such a provision repealed it. Like some weeds, 
some tax provisions can be stomped to the ground, but sooner or 
later they rise again. Mr. Cox’s discussion of such a perennial begins 
at page 664. 


Castro makes tax news. According to Hugh Russell Fraser 
of the San Francisco Daily Commercial News, the perfect newspaper 
should be concerned with only what is new in the news. For example, 
it would not report murders, because murders have been taking place 
in this old world ever since Cain blew his top. As the readers of this 
magazine know, in our department “Tax-Wise News,” we comment 
upon recently promulgated decisions and rulings. Maybe under Mr. 
Fraser's interpretation, this isn’t news. It is just the old, old story 
of another taxpayer either winning or losing an argument with the 
government—and this is something which has been going on from 
the time when man began to live in groups. However, the first item 
at page 666 is something new. It reports the government’s attempt 
to enforce a regulation on a repealed section of the statute. But back 
to Fraser. 

According to Fraser, something new in tax news has occurred 
in Havana. There the Treasury has proposed that each person whose 
name is mentioned on the society page of newspapers be taxed $1, 
each adjective used to describe such a person would be taxed an 
additional $1 and every photograph on the society page would be 
taxed at $5 per column inch ($10 if more than one person appeared 
in the photo). If there were such a thing as a tax on adjectives, the 
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United States taxpayer would, during the course of the year, find 
himself liable to this tax quite often and his tax bill might mount 
drastically at the time he is preparing his damn ($1) return, even 
though the adjectives are unprintable and probably libelous. We are 
indebted to a San Francisco friend, CPA Harold A. Kuhn, for the 
excellent ($1) Fraser item. 


Business leagues. When the Congress grants an exemption from 
tax, it hangs like a ripe apple, tantilizing and close to the fence, but 
often out of reach. There is an exemption granted business leagues 
“not organized for profit and no part of the net earnings of which 
inures to the benefit of any private shareholder or individual.” The 
regulations explain that a business league is an association for a com- 
mon business interest—an association whose purpose is to promote 
such common interest. 





Those who are prone to indulge in logomachy would have you 
believe that the exemption could not apply to anyone, that the apple 
is forbidden fruit. Happily, however, the author has found some cases 
which spell out certain guides permitting an organization to obtain 
and retain the exemption. From these guides, the author develops 
a theory, and if this theory of exemption is kept in mind, loss of the 
exemption need not concern the well-advised business league. The 
article is written by Paul A. Teschner, who is a partner in the Chicago 
law firm of Pope, Ballard, Uriell, Kennedy, Shepard & Fowle. It 
begins at page 669. 


When a partner dies. Because of partnership tax laws, the dis- 
solution or carrying on of a partnership business is a complicated 
legal affair in which all the steps must be taken one at a time and 
in their proper order. There is a trap which appears to offer a 
no-gain-or-loss situation, but it is just that—a trap. This involves 
Section 751 (unrealized receivables and appreciation in inventory), 
the electives under Section 754, the adjustment of the partnership 
interest sold for a new “outside” basis and an adjustment to be made 
on the “inside,” that is, relating to partnership property that has not 
changed hands. 


The article beginning at page 685 discusses what the author 
terms a “fragmentation anomaly” which can be eased with the passage 
of H. R. 4460, a proposed law embodying the recommendations of the 
advisory group for changes in Subchapter K. This bill provides that 
no ordinary income can arise from the sale of a partnership interest 
unless there is a gain on the total transaction. The author of the 
article is Alan R. Bromberg, professor of law at Southern Methodist 
University. 


The trust. The trust is an old, old device in law, but modern 
enough to be adapted to present-day situations. Taxes spur tax men 
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to search for these modern adaptations. The author of the article 
beginning at page 689 states that a variety of family needs can be 
met by use of the income from temporary trusts. For example, 
children over 21 years of age and professionally educated may be 
fed and clothed until the first rich client or patient comes along. 
The author, John Drew, explores a number of situations in which he 
has found the use of short-term trusts readily adaptable to the needs 
of present-day living. An attorney in New York City, Mr. Drew is 
associated with O’Brien, Driscoll & Raftery. 


More on the undeclared dividend. A recent memorandum opinion 
of the Tax Court causes considerable concern to the closely held 
corporation which leases property from a stockholder. The effect of 
this decision should be taken into account whenever a corporation 
plans improvements on land leased from a stockholder. Approximately 
$150,000 worth of leasehold improvements was involved, unprotected 
by a long-term lease. The lease was terminable by either party giving 
30 days’ notice at the end of any year. Thus, an asset paid for by 
corporation-tenant was available to its controlling stockholder to take 
any time he chose to do so. 


The decision is sound, agrees the author of this article, and it 
will likely be followed in similar cases because it is the first to resolve 
a conflict between Section 109 and the economic benefit theory as 
applied in stockholder-corporation cases. The article, beginning at 
page 697, is by Thomas J. Donnelly, Jr., of the Chicago law firm of 
Dallstream, Schiff, Hardin, Waite & Dorschel. 


The partnership method of taxing the corporation. The partner- 
ship method of arriving at a taxable basis is to tax the partners 
on the earnings attributed to their share. A recent amendment to 
the Code allowed that in certain circumstances small corporations 
might avail themselves of this method. However, the concensus of 
opinion is that the partnership method applied to corporations is 
generally unworkable because of serious administrative complications. 


The article beginning at page 701 outlines a method of taxing 
corporation net income which would achieve essentially the same 
distribution of the tax burden as the partnership plan, while greatly 
reducing the problem of administration and compliance.: It is written 
by Don M. Soule, assistant professor at the Bureau of Business 
Research, University of Kentucky. 


Life insurance. The article beginning at page 707 is construc- 
tive criticism of some of the arguments used to promote the sale 
of life insurance. The article is written by Jacob Goldberg, a Chicago 
certified public accountant. He does not criticize insurance as an 
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institution or insurance as a financial device, but he is rather skeptical 
of the arguments that leave the buyer with the belief that he is 
getting something for nothing. 


Acquiring the remaining interest in a partially owned corporation. 
It is often said that the tax law is only complicated because business 
transactions are complicated. For many reasons a corporation may 
own a substantial part of another corporation’s stock. At some time 
in their coexistence, the parent corporation may want to absorb its 
partial subsidiary. There is nothing to prevent this—but something 
to make the tax man stop and consider is the fact that, years ago, 
the Commissioner obtained support for his contention that the merger 
of a wholly owned subsidiary into its parent was a taxable liquidation 
producing a recognizable gain. The article beginning at page 713 
traces the history of this sort of a transaction through the rulings and 
decisions which have been promulgated as a result of this business 
action. 


When the road is blocked by IRS stop signs, the ingenious tax 
man seeks an alternative route. The author of the article advises 
the practitioner who must settle for second best to carefully choose 
the alternative which presents the happiest possible compromise with 
tax law technicalities. David R. Tillinghast is an associate in the 
New York City law firm of Hughes, Hubbard, Blair & Reed. 


Marital deduction and life insurance. The article beginning at 
page 723 discusses a narrow aspect of tax planning to obtain the 
marital deduction for life insurance proceeds, so it necessarily dis- 
cusses the limitations imposed on life insurance to obtain the best tax 
results, that is, it equates the purposes and desires of the insured with 
the impact of the estate tax. To the lawyer, the author advises that 
no estate be planned and no will be drawn without knowing every 
asset that would be included in the gross estate and without knowing 
what insurance there is, for he is planning not one estate but two. 


Robert J. Lawthers is the author of this article, which is a paper 
he presented before the Fourth Annual Insurance Forum of the 
Brooklyn Law School. He is director of estate planning services, 
New England Mutual Life Insurance Company in Boston. 


Russia. In Russia fear of a direct progressive income tax pro- 
gram reeks of capitalism. Such a tax program would discourage the 
productivity of the Russian worker, just as it discourages the American 
worker. J. Henry Landman made a tax man’s tour of Russia some 
months ago, and his observations on the Russian tax system appear at 
page 731. He is an attorney in New York City and well known to the 
readers of TAXEs. 
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Fred L. Cox, who is with the Income Tax Unit 

of the Department of Revenue of the State of Georgia, 
discusses the confusing question of 

federal income tax deductions on state returns. 


664 


HERE IS PERHAPS no area of taxation where the 

taxpayer is as confused as that touching the deduction of 
federal income taxes on state returns of the low- and middle- 
income group of taxpayers. The federal tax deduction scheme 
is attractive on the surface but is an economic snare to the 
taxpayer. It will not bear scrutiny. 


Ordinarily, taxpayers are much concerned, and rightly so, 
about any additions to their total tax burdens, but, if they 
can deduct federal income taxes on state returns, they seem 
to welcome the increased burden even though effected ina 
backhanded sort of way. 


Politicians find the public an easy prey to the deception 
and exploit the advantage with such “eyewash” and empty 
phrases as “double taxation,” “tax on a tax” and “tax on 
money I never received.” It is much easier to follow the 
course of least resistance—that is, to float downstream rather 
than to sail upstream, to ride the political bandwagon rather 
than to constructively inform the people—while the rights 
of the people perish. The history of the decline and fall of 
past civilizations is no darker because of excessive taxation 
than because of the lack of legislative fortitude. I believe the 
people will respond to the truth when the truth is boldly and 
often enough proclaimed, even though the proclaimer is some- 
times a martyr to the cause. For sheer lack of courage the 
cause of truth suffers. 


The theory for the deduction of federal income tax from 
gross income for state income tax purposes is that it effects a 
tax relief in practice. In this analysis it is my purpose to show 
that the deduction is wrong both in theory and in practice. 
Tax relief should be effected by direction and not by indirec- 
tion, that is, by a change in tax rate to be enjoyed by all and 
not by additional deductions to be enjoyed by only some. 
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The allowance of federal income tax deduction generates 
many complications in computing net taxable income, particu- 
larly in apportionment cases, and it is an expensive provision 
for compliance and administration, costs of both of which in 
the final analysis must be borne by the taxpayer; it impairs 
the progressivity or ability-to-pay principle of a net income 
tax, affording little, or no, relief from the total tax burden, 
and that only to the higher income group, which group 
includes both individuals and corporations; it increases fed- 
eral revenue at a substantial decrease in state revenue, which 
wrong is exaggerated when federal rates are increased. 


Whatever the amount of reduction in tax load to the high 
income group, to maintain the same level of state revenue and 
public services, the amount must be recovered through levies 
which bear more heavily percentage-wise on the low income 
group than on the high income group. The reason for this is 
simple. The recoveries must come through levies of excise or 
sales taxes on the expenditures of consumers, and the expendi- 
tures of the low income group of taxpayers is much more 
nearly that of the high income group than is their income. 


For a state to allow the deduction of the federal income 
tax is to permit Congress, by fixing federal rates, to drastically 
reduce, if not totally destroy, the state tax base—to, in effect, 
permit another jurisdiction at a different taxing level to deter- 
mine state revenue—and that without greatly changing the 
total burden of federal and state taxes but merely changing 
the distribution of it from the state to the federal level. The 
federal government is the chief beneficiary of such a scheme 
and that at the expense of the state government. This results 
from the great differential in state and federal tax rates. The 
total burden of any tax is determined by the economic conse- 
quence of its application—its actual, instead of its apparent, rate. 


Many economic inequities, some of gross proportions, 
result from the allowance of federal income tax as a deduction 
on the state return. No few sizable federal taxpayers would 
contribute nothing to the State of Georgia in the way of 
income taxes after the allowance of federal income tax as a 
deduction on the state return. One glaring example of such 
an absurdity—and there are many of them—is the case of 
one of Georgia’s notable citizens, whose adjusted gross income 
was nearly $800,000, on which he paid a federal tax of slightly 
less than $670,000. This amount, added to the other deduc- 
tions claimed on the state return, and to which the taxpayer 


(Continued on page 752) 
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TAX-WISE NEWS 


™ 
Tue red-faced department—but not ours 
... This case sent the Third Circuit scurrying through some musty 
old volumes of the statute. The taxpayer was suing for about $10,000 
in refunds. Its dispute centered on the regulations interpreting 1939 
Code Section 23(p) (3). In his brief, counsel pointed out that the regu- 
lation was written in 1948 interpreting a section of the statute which 
had been stricken from the Code six years before. “More than six 
years after the Statute involved in this proceeding was enacted, the 
commissioner promulgated the Regulation. .. . Such a belated Regu- 
lation cannot be said to be a contemporaneous one, and thus be an 
expression of what the Statute was understood to mean by those 
immediately charged with carrying the Statute into effect.” 


The Commissioner has announced that he would not ask the 
Supreme Court to review the decision of the Third Circuit in Royer’s, 
Inc. v. U. S., 59-1 uste 7 9371. The Third Circuit reversed a lower 
court decision (58-2 ustc {| 9646) and held that regulations under 1939 
Code Section 23(p)(3) were not valid since the 1939 Code did not 
contain a Section 23(p)(3) after the 1942 amendments. It held that 
Royer’s was entitled to a deduction in 1950 for excessive contri- 
butions to a profit-sharing trust in the year following the termination 
of the trust. Royer’s set up a profit-sharing trust effective in 1946 
and terminated the qualified plan in 1949. 


The Commissioner had contended that Regulations 111, Section 
29.23(p)-10, required that the exempt trust must also be exempt in 
the year in which the deduction was claimed for the carry-over, and 
since Royer’s had terminated its trust, it was not entitled to a refund 
for excessive amounts contributed in prior years. The Third Circuit 
held that this regulation section had no statutory authority. 


A 1939 Code Section 23(p)(3) was included in a tax bill as intro- 
duced in the House in 1942. This bill, however, applied a uniform 
rate on deductions for pension and profit-sharing plans alike. The 
Senate eliminated (3) and changed the rate for profit-sharing and 
stock-bonus plans by putting limitations for deductions for such plans 
in a separate subsection (Section 23(p)(1)(c)). By doing so, the 
Senate did not pick up the requirement for continued exemption in 
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the year the carry-over was claimed. This requirement remained in 
Section 23(p)(1)(a), applicable to pension plans only. 


The pension trust requirement was continued, and is now part of 
1954 Code Section 404(a)(1)(d), which provides for a deduction of 
a carry-over “in accordance with the foregoing limitations.” But there 
is no such provision for profit-sharing and stock-bonus plans. Royer’s 
plan was a profit-sharing plan. 


The text of 1939 Code Section 23(p)(3) was not included in Sec- 
tion 404(a) when the 1954 Code was enacted. Therefore, the text of 
Part 1, income tax regulation Section 1.404(a)-9(a), starting with the 
second sentence of (a), has no statutory basis. 


For want of a statute, the regulation was lost. For want of a 
valid regulation, the case was lost by the government! 


r 

[wo LARGE MAPLE TREES on a resi- 
dent’s property were uprooted by a hurricane. Prior to the destruction 
of the maple trees, the taxpayer’s property had a fair market value 
of $13,250. After the loss of the trees, the property had a fair market 
value of $12,500. The Tax Court allowed $750 as a casualty loss.— 
Jay W. Howard, CCH Dec. 23,582(M), 18 TCM 413. 


A RECENT DECISION discussing collaps- 
ible corporations is James B. Kelley, CCH Dec. 23,546, 32 TC —, 
No. 11. This decision discusses whether the realized income is a 
substantial part of the net income to be derived from property. The 
transaction began with the organization of a corporation to subdivide 
certain Florida real estate. Shortly after a year’s activity in selling 
lots, the two remaining stockholders sold their shares in the corpora- 
tion at a profit. The corporation was then dissolved. The purchasers 
sold the remaining lots over the succeeding three-year period. The 
Tax Court held that the corporation was not a collapsible corporation. 
It added the amount of the net income which might be reasonably 
anticipated to the amount of the net income realized prior to the sale 
of the stock. The net income realized prior to the sale of the stock 
constituted approximately one third of this result. In other words, 
this one third is a substantial part of the net income to be derived 
from the property; consequently, the corporation was not collapsible. 


An EXECUTRIX received money for re- 
nouncing her status, but she was taxable nevertheless. The executrix, 
who was about 74 years of age, was one of three named as executors 
under a will. She and one other agreed to renounce their executorship 
and trusteeship in favor of the third. He agreed to split the commis- 
sion equally three ways, which he did. The Tax Court held that the 
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agreement to pay her what she would otherwise have received as 
executrix was supported by consideration—and, therefore, income to 
her.—Rosemary Kenny, CCH Dec. 23,651, 32 TC —, No. 63. 


Here IS A GOOD DECISION on basic 
tax law. The source of the taxing power is not the Sixteenth Amend- 
ment. It is Article I, Section 8, of the Constitution. The authority 
stemming from the Constitution to tax is exhaustive and embraces 
every conceivable power of taxation. This source of power was questioned 
in Penn Mutual Indemnity Company, CCH Dec. 23,643, 32 TC —, No. 58. 
The Insurance Commissioner of Pennsylvania contended that the 
company was not subject to the income tax of Section 207(a)(2) of the 
1939 Code. The company filed a return, together with a letter from 
its general counsel, stating that it took the position that an income tax 
based on the receipts of net premiums is invalid and unconstitutional. 


The jurisdiction of the Tax Court was attacked because the Com- 
missioner did not make any adjustment to the amount of the taxable 
income reported. Thus, it was evident that the Commissioner had 
not determined a “deficiency.” There are a number of decisions which 
hold that the mailing of a notice of deficiency is not sufficient to give 
the Tax Court jurisdiction if the Commissioner has not actually deter- 
mined a “deficiency.” 


What we have just stated above is taken from the dissent. The 
majority opinion held that the mutual insurance company tax is not a 
direct tax and that consequently, the tax was constitutionally levied. 


Tue TAX COURT did not think much of 
either party in this case. Said the court: “Both parties have brought 
difficulties upon themselves unnecessarily in this case.” Here’s what 
happened: The taxpayer, who became 65 years of age within the 
taxable year, had a butcher shop. He reported gross receipts of 
$62,388.90 and a cost of goods sold of $48,956.70. This left a gross 
profit of $13,432.20. Against this profit, the butcher had expenses of 
$9,732.41. These expenses were made up of wages paid, rent paid, 
and other business expenses such as utilities, phone and insurance. 


The Commissioner disallowed all these business expenses and the 
over-65-exemption. Perhaps that is what provoked the court to say 
that the petitioner obviously had deductible expenses in the operation 


of his retail butcher shop. “The one answer clearly wrong is to deny 
that he had any.”—Arthur Adler, CCH Dec. 23,629(M), 18 TCM 520. 


Tuis TAXPAYER is a lawyer who joined 
a club solely for business reasons. A number of his clients were mem- 


(Continued on page 736) 
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Business Leagues: 


Tax Exemption v. Services to Members 
By PAUL A. TESCHNER 


How should a business league be constituted to gain or retain 
a tax-exempt status? Mr. Teschner, analyzing the current 

tax law in this regard, clearly answers the question. 

He is a member of the Chicago law firm 

of Pope, Ballard, Uriell, Kennedy, Shepard & Fowle. 


REELOADERS, like taxes, have been with us for some time and 

are quite likely to remain, but taxes, unlike freeloaders, are in- 
capable of even temporary satiation and cannot be evaded by the 
most austere individual. One can get on with both of these intruders 
if he is able to deal with them separately, but when tax exemption 
is itself partially dependent upon benevolence towards freeloaders, 
then indeed a philosophy is required. While the dilemma thus posed 
is fortunately academic for most of us, it is real and subsisting for 
those charged with the duty of preserving exemptions for business 
leagues. 

A business league is an association of business persons, the activi- 
ties of which are directed towards the improvement of the common 
line of business or industry of its members. Not all business leagues 
are exempt from income taxes; those which are exempt may not 
operate as service organizations for their members but rather must 
seek improvement ot the entire line of business or industry which 
forms the basis for exemption. The members of the line of business 
who are not members of the business league are thus apt to benefit 
from the activities of the league as much as do league members. 
For this reason, enlightened tax advice to business leagues may not 
only preserve exemptions but, perhaps more important, help reduce 
and perchance even eliminate the resultant emotional trauma of the 


member freeloadees. 


Business Leagues 





Section 501 of the Internal Revenue 
Code of 1954 is the organic law to 
which business leagues must look for 
tax exemption. Section 501(c)(6) in- 
includes as exempt organizations “Busi- 
ness leagues not organized for 
profit and no part of the net earnings 
of which inures to the benefit of any 
private shareholder or individual.” 
Regulations Section 1.501(c)(6)-1 then 
states that “A business league is an 
association of persons having some 
common business interest, the pur- 
pose of which is to promote such 
common interest and not to engage 
in a regular business of a kind ordi- 
nariiy carried on for profit. . . . Thus, 
its activities should be directed to the 
improvement of business conditions 
of one or more lines of business as 
distinguished from the performance 
of particular services for individual 
persons. An organization whose pur- 
pose is to engage in a regular business 
of a kind ordinarily carried on for 
profit, even though the business is 
conducted on a cooperative basis or 


produces only sufficient income to be 


self-sustaining, is not a _ business 


league.” 

Within the statutory and regulatory 
scheme of exemption lurks an am- 
biguity arising from the failure of 
the regulations adequately to indicate 
the exact statutory language being 
interpreted. Perhaps those regulations 
only interpret the term “business 
league” but they might also circum- 
scribe the two statutory restrictions 
which limit the exemption to “busi- 
ness leagues” (1) which are “not 
organized for profit” and (2) if “no 


1 Trinidad v. Sagrada Orden de Predica- 
dores, 1 ustc ¥ 88, 263 U. S. 578 (1923). 

2 See National Chiropractic Association, Inc. 
v. Birmingham, 51-1 ustc J 9238, 96 F. Supp. 
874 (DC Iowa) (holding that payment of 
malpractice and related legal expenses of 
members constituted an improper inure- 
ment of earnings to those :nembers); Texas 


Trade School, CCH Dec. 23,040, 30 TC —, 
670 
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Neglect to accomplish a balanced 
budget could be as fatal to the 
future of this country as actual 
aggression resulting from neglect 
of our Military Establishment. 
—Senator Styles Bridges. 


part of the[ir] net earnings 
inures to the benefit of” any member. 


The regulations under the above 
statute, which have been basically 
unchanged over the years, foreclose 
from exemption business leagues the 
activities of which are “directed to 

the performance of particular 
services for individual persons.” If 
the regulations exhaust the Commis- 
sioner’s interpretative power and also 
circumscribe the entire statute (that 
is, if they encompass the two statutory 
limitations in the process of constru- 
ing the term “business league’’), ap- 
plication of the doctrine of incidental 
activities to those regulations would 
present us with an easy answer: 
Mere performance of particular serv- 
ices for individuals will not deprive 
an otherwise exempt business league 
of its favorable tax status if those 
particular services are merely inci- 
dental to proper activities of the busi- 
ness league. On the other hand, if 
the regulations merely reflect present 
restraint upon the part of the Com- 
missioner or if they only explain the 
term “business league” without refer- 
ence to the additional statutory re- 
quirements, the several cases either 
holding or implying that net earnings 
may inure to members otherwise than 
through a distribution of earnings? 
apparently would then prohibit a busi- 





No. 59 (1958) (holding that net earnings 
improperly inured to the benefit of mem- 
bers where the presumed charity paid 
excessive rentals to the members); and 
American Automobile Association, CCH Dec. 
19,537, 19 TC 1146 (1953) (services per- 
formed for the members constituted an im- 
proper inurement of net earnings to those 
members). 
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ness league from performing any serv- 
ices for its members without regard 
to their substantiality or to their 
nature as primary or incidental. 


The unbiased interpreter of statutes 
traditionally has been less concerned 
with determining the meaning of 
words as such than he has been with 
applying those words to a concrete 
set of facts so as to effectuate the 
policy sought by the lawgiver. For 
this reason, a logical commentary 
upon the theory of decisions reached 
in the’ cases is of less concern than 
is an appraisal of the results reached 
by the courts in light of variances in 
the factual situations presented for 
decision.* But while it is essential for 
every lawyer to solve his particular 
problems himself—reliance upon gen- 
eralities being especially foolhardy in 
this area of the law—perhaps analysis 
of the various cases will aid one in 
arriving at a rationale of decision 
which will be of some aid in day-to- 
day planning. 


Relatively early in the history of 
the statute, it was assumed that its 
apparent two conditions were in fact 
directed towards a common end which 
sought control over earnings by busi- 
ness leagues. This control was to be 
achieved by limiting the structure of 


the league to a nonprofit organization 
and by controlling the operation of 
the league so that money could not 
be distributed to the members. In 
Uniform Printing and Supply Company 
v. Commissioner, 1 ustc § 391, 33 F. 
2d 445 (CA-7, 1929), various fire in- 
surance companies had formed an 
organization to print uniform policies 
for use in their common businesses. 
The Seventh Circuit, in affirming the 
Board of Tax Appeals’ denial of ex- 
emption, did not discuss the question 
whether particular services were per- 
formed for members but did base its 
decision upon the grounds that the 
league was organized (that is, intended 
to be operated) for profit and also 
that earnings of the taxpayer each 
year necessarily inured to the benefit 
of the shareholders by reason of the 
possibility of money distributions to 
them upon dissolution and liquidation 
of the company.‘ 

The possibility of ultimate distribu- 
tion of earnings to members was not 
even discussed in a later decision by 
that court which apparently had gained 
sophistication with the passage of 15 
years. Whereas the Uniform Printing 
case assumed the existence of a set 
of conditions (organization for profit 
plus possibility of distributions to 





*“All rules of law presuppose a certain 
state of facts to which they are applicable; 
for a rule of law is expected to be a motive 
of conduct, and a motive can only operate 
when the facts are present in which the 
conduct sought to be affected is possible. 
Rules of law, therefore, must be grouped 
with reference to some set of facts or 
other.” (Justice Oliver Wendell Holmes: 
His Book Notices and Uncollected Letters 
and Papers (New York, 1936), p. 60.) 

*“The petitioner was organized under the 
General Corporation Laws of Illinois, and 
is engaged in the printing business, which, 
according to the laws under which it is 
incorporated, may be operated for a profit. 

“| . True, such profits or net earnings 
were invested in machinery and additions, 
but that does not mean that such profits 
or net earnings did not inure to the benefit 
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of the stockholders, so as to exempt peti- 
tioner from the payment of taxes. The 
value of the property of petitioner was 
enhanced to the extent of the profits earned 
during that year. Therefore, such profits 
or net earnings did inure to the benefit of 
the stockholders. The property of peti- 
tioner company may be sold at any time, 
and the proceeds thereof divided among 
the stockholders. In other words, the 
profits or net income is included in the 
value of the property owned by petitioner 
company, and, upon ultimate dissolution, 
the proceeds may be divided among its 
stockholders. ... 

“It necessarily follows, therefore, that 
petitioner was organized for profit, and 
that the profits or net income of petitioner 
company for the year 1918 did inure to the 
benefit of the stockholders .. . .” 
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members) which together would pre- 
clude exemption for a business league, 
only one inquiry was found to be 
necessary in Underwriters’ Labora- 
tories, Inc. v. Commissioner, 43-1 UsTc 
§ 9430, 135 F. 2d 371 (CA-7). That 
case was concerned with determining 
the tax status of an association the 
members of which constituted various 
fire insurance companies. The tax- 
payer engaged in two principal activi- 
ties: (1) It investigated the causes of 
fire losses and (2) it conducted tests, 
available only to manufacturers upon 
payment of substantial fees, to deter- 
mine resistance of products to fire 
hazards. A seal of approval could be 
affixed to products which proved satis- 
factory, but the fees charged by the 
taxpayer for the testing services were 
in no way dependent upon the success 
or failure of the product to pass the 
tests. 

The court of appeals, affirming a 
decision of the Board of Tax Appeals 
which denied exemption, admitted that 
the taxpayer was a business league 
in form but noted the regulations 
provision which denied exemption to 
business leagues engaged in profit 
activities. Without inquiring into the 
question of the possibility of distribu- 
tion of earnings, the Seventh Circuit 
concluded : 

“We know judicially that many 
business concerns conduct commercial 
testing laboratories for profit. The 
business in which the petitioner was 
engaged was a commercial testing 
laboratory, and of a kind usually con- 
ducted for profit, and is not exempt.” 

Perhaps the purpose of the require- 
ment that business leagues not en- 
gage in normally-conducted-for-profit 
activities is to preclude the business 
leagues from competing with taxable 
organizations, but this does not mean 
that none of the activities of an exempt 
business league may be of a type 
usually conducted for profit. In Re- 
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. » » we may define a republic to be, 
or at least may bestow that name on, 
a government which derives all 

its powers directly or indirectly 

from the great body of the people, 
and is administered by persons 
holding their offices during pleasure, 
for a limited period, or during 

good behaviour. It is essential to 
such a government that it 

be derived from the great body of 
the society, not from an 
inconsiderable proportion, or a 
favoured class of it. 

—James Madison. 


tailers Credit Association of Alameda 
County v. Commissioner, 37-1 ustc 
| 9291, 90 F. 2d 47 (CA-9), the mem- 
bers of the taxpayer organization were 
retailers, physicians and other profes- 
sional men; the Commissioner deter- 
mined that the taxpayer was not exempt 
as a business league, which finding 
the Board of Tax Appeals affirmed. 
Upon appeal, the Ninth Circuit noted 
that the taxpayer was a business league 
in the abstract and was similar to a 
board of trade in that one of its pur- 
poses was to advance and protect the 
business interests of its members. 
The court then stated that inasmuch 
as one of the purposes of the taxpayer 
was to engage in a collection and 
credit-reporting business, the control- 
ling inquiry would be to determine 
whether or not the business league in- 
volved was automatically excluded 
from exemption because one of its 
purposes was to engage in an ad- 
mitted profit-type activity. The court 
cited Trinidad v. Sagrada Orden de 
Predicadores, cited at footnote 1 (for 
the proposition that an operation of 
the type prohibited would not fore- 
close exemption if the prohibited 
activity was only incidental or subordi- 
nate to the main or principal activities 
in which the organization was prop- 
erly engaged), and then independently 
found that since the profit-type ac- 
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tivities were not incidental, the ex- 
emption had been properly denied.° 


Certainly one should not rely upon 
the Retailers Credit dictum as authority 
for the proposition that a business 
league can perform incidental services 
for members; that case was con- 
cerned with the activities of the or- 
ganization rather than the benefits 
derived therefrom by members, and 
the fact that one is perhaps a conse- 
quence and function of the other is of 
interest but not of relevance. The 
question as to permitted activities is 
different from the inquiry as to bene- 
fits, and failure to satisfy both re- 
quirements will foreclose exemption 
for a business league.® Because it is 
relatively easy for a business league 
to avoid the profit-type activity pit- 
fall, however, and also because the 
principal-incidental dichotomy is clearly 
applicable in determining when profit- 
type activities will be cause for denial 
of exemption, the wary business plan- 
ner will be wise to use the greater 
degree of care in appraising the nature 
of benefits received (or to be received) 
by members. It is in this area of serv- 
members that most of the 
leagues will have trouble in justifying 
their continued exempt status. 


Sua 


ices for 


In determining when a purpose to 
engage in a regular business of a kind 
ordinarily carried on for profit is merely 
incidental or subordinate, each case must 
stand on its own facts. Although 
petitioner contends that credit reporting is 
its only main purpose, we believe that the 
articles disclose three main or principal 
purposes of paramount importance: (1) The 
supplying of information to members to 
enable them to allow credit so as to avoid 
loss; (2) furnishing a collection service for 
its members; and (3) education of prospec- 
tive purchasers to base their purchases upon 
ability to pay therefor. If any of these 
purposes is incidental, it is the latter. 
“Exemption from petitioner from taxa- 
tion must be denied on the ground that 
the purpose to engage in a business of a 
kind ordinarily carried on for profit is not 
incidental to a main or principal purpose, 
but is in fact a principal or main purpose.” 
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Human nature being what it is, few 
members of any particular industry 
would join business leagues unless 
they were to receive benefits com- 
mensurate with their input of money 
and energy. Unless one wishes to 
quarrel with the premise that federal 
tax law still retains some slight con-+ 
tact with reality, therefore, it would 
be nonsense to state that the mem- 
bers of a business league may not 
benefit from the activities of the league 
if it is to qualify as an exempt organi- 
zation. The relevant question is not 
whether a given member of a business 
league benefits but whether he bene- 
fits because he is a member of the 
league rather than because he is a 
member of the line of business towards 
the improvement of which the activi- 
ties of the league are directed. If 
the member benefits as such more 
than nonmembers engaged in the same 
business line, then the member has 
received greater benefits than the non- 
member and, in absolute terms, it is 
the member rather than the general 
public who receives the net benefit of 
the league’s activities. Many of the 
cases in this area discuss services 
rendered by the league rather than 
benefits received, but both methods 
of analysis seek but one answer: Who 

*The Commissioner gave fair warning 
of this double-test when he ruled that an 
association organized and operated to pro- 
mote uniform business, advertising and fair 
trade practices in connection with the 
manufacture and sale of a patented article 
does not qualify as a business league. 
(Rev. Rul. .58-294, 1958-1 CB 244.) Ex- 
emption was denied both upon the ground 
that the association’s activities (in granting 
licenses and selling to members the ma- 
terials necessary for the manufacture of 
the patented product) were activities ordi- 
narily carried on for profit, and because the 
purpose of the organization was to further 
the business interests of a small group of 
dealers dealing in a common product rather 


than to improve business conditions in a 
line of business generally. 








receives the net benefit of the activi- 
ties of the league—the individual 
members or the industry (and, there- 
fore, the public) generally ?* 


Often, of course, discussion of net 
benefits received is rendered super- 
fluous, as in cases such as Automotive 
Electric Association, CCH Dec. 15,739, 
8 TC 894 (1947), aff'd, 48-1 vustc 
9287, 168 F. 2d 366 (CA-6),* where 
the performance of a substantial num- 
ber of services for members necessarily 
means that the net benefit from all of 
the services of the league is to them.® 
Indeed, at times a case is so far out- 
side of the exempt area that it is not 
even necessary extensively to discuss 
the nature or amount of services ren- 


dered for the members. A _ ruling 


concerned with a league of dealers 
selling the same make of automobile, 


"While both the Code and regulations 
requirements are concerned with ultimate 
benefits received by members, it should be 
noted that a logical difference exists in that 
whereas the Code provision proscribes bene- 
fits to shareholders, the regulations provi- 
sion emphasizes the nature of the activities 
performed (services rendered) by the busi- 
ness league. Naturally enough, therefore, 
some determinations of exemption are made 
with reference to the type of services per- 
formed without discussion of any benefits 
received by the members, but this merely 
represents a difference in method of analysis 
and not in philosophy. 

*The Tax Court decided that an associa- 
tion’s nonincidental publication of a catalog 
listing only the products of its members 
precluded it from an exempt status as a 
business league: 

“The catalogs listed only products of the 
manufacturing members of the petitioner 
; to promote sales. An association 
formed for the sole purpose of publishing 
and distributing catalogs for members would 
be performing a particular service for them 
and clearly would not be within the defini- 
tion of a business league given in the regu- 
lations. The petitioner allocated a large 
part of its overhead expense to the services 
it rendered in connection with the catalogs. 

It was not merely incidental to some 
other dominant activity. 

“The publication of the catalogs was not 
directed to the improvement of business 
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I. T. 4053, 1951-2 CB 53, could have 
denied exemption upon the ground 
that the particular services (advertis- 
ing) being performed for the mem- 
bers caused them to receive the net 
benefit of the league’s activities; no 
reference was made to the quantum 
of services for members, however, 
and denial of exemption was based 
primarily upon the fact that the ac- 
tivities of the association were not 
directed towards the improvement of 
general business conditions in the 
automotive industry.*® But such an 
approach merely represents a change 
of emphasis, and even here the best 
method of analysis of a given busi- 
ness league is to appraise the special 
services rendered only for members. 


An evaluation of special services 
rendered members is necessary to 


conditions generally, but was a particular 
service, the performance of which benefited 
the member manufacturers as opposed to 
their nonmember competitors. It advertised 
specifically the goods which the manufac- 
turing members were engaged in selling. 
The fact that the products of all manufac- 
turing members were listed in the one cata- 
log even though some of those articles were 
sold in competition with those of other 
manufacturing members does not save the 
petitioner's case. It was not the kind of 
an association which Congress intended to 
exempt and it does not qualify for exemp- 
tion under the regulation. Whether the 
decision would be different had the catalogs 
listed all articles being manufactured in the 
whole industry need not be decided at this 
time.” 

* This result is based on the premise that 
members benefit equally with nonmembers 
from the other services of the league. 

”“Tn the instant case, the corporation, 
instead of engaging in activities for the 
improvement of business conditions in the 
automotive industry as a whole, is perform- 
ing particular services for its members by 
advertising a certain make of automobile 
which is sold by its dealer-members. Ac- 
cordingly, it is held that the corporation 
herein involved is primarily a service organ- 
ization for its members, and it is not en- 
titled to exemption from Federal income 
tax as a business league under section 101 
(7) of the Internal Revenue Code.” 
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determine if those services will en- 
danger continued exemption. Such 
an assessment will entail a qualitative 
as well as a quantitative analysis: (1) 
Are the services as such of value to 
the members and (2) do those mem- 
bers receive a significant amount of 
such services? The determination of 
“value” and “significant amount” 
cannot, of course, be made in the 
abstract—standards must be estab- 
lished. Obviously, the business league 
cannot itself be used as such a stand- 
ard, it being apparent that what might 
be of little value and significance in 
terms of the league’s total activities 


could be of much value to the individ- 
ual members. For that reason, the 
standard used in characterizing special 
services to members must be the desires 
of the individual members themselves. 
Deferring temporarily a determina- 
tion as to how many services for 
members will imperil exemption of a 
business league, it is apparent that if 
the services to members are such 
that they replace services which the 
members would otherwise either pur- 
chase in the marketplace or perform 
for themselves, they must be of value 
to the members and therefore do con- 
stitute particular services for them.” 








™ Durham Merchant's Association v. U. S., 
40-2 ustc J 9652, 34 F. Supp. 71 (DC N. C.), 
stands primarily for the proposition that 
there may be an improper inurement of net 
earnings in a given case even though there 
can be no distribution of profits as such. 
Taking note of the fact that the main func- 
tion of the association was to collect debts 
for its members and to render credit reports 
for pay, the court, although basine denial 
of deduction principally upon the ground 
that such activities constituted [ 
a type ordinarily performed for profit. con- 
sidered the primary purpose and benefit re- 
quirements of the law: 

“Dues are paid on the basis of entitling 
the member to a given number of reports 
in exchange for his dues and the reports in 
all instances, are supplied for pay—a desig- 
nated fee or in membership dues. The 
member or shareholder thus receives pe- 
cuniary benefits therefrom by virtue of his 
membership, in that he gets what he would 
have to buy elsewhere. The plaintiff thus 
operates for profit. 

“It cannot be successfully maintained that 
this is a comnany whose net earnings do 
not inure to the benefit of private individ- 
uals because it has no capital stock and 
no stockholders. Undoubtedly the growth 
and success of the enterprise render its 
usefulness greater to each of its member- 


services of 


ship. If its profits are used to expand and 
enlarge its activities, its members profit 
thereby, and this increased service and 


activity inures to the profit of its members.” 

See, also, a subsequent memo opinion 
of the Board of Tax Appeals, Florists’ Tele- 
graph Delivery Association, Inc., CCH Dec. 
12,825-A (1942), where the board remarked: 

“During all the taxable years, as shown 
in our findings of fact, petitioner expended 
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either part or substantially all of its net 
receipts in rendering numerous special serv- 
ices to its members without charge to those 
members for the expenses occasioned peti- 
tioner thereby. ‘Those services were di- 
rectly conducive to the improvement of the 
method of operating a successful retail 
florist business by petitioner’s members and 
were valuable and reasonably necessary to 
the proper conduct of such a business. Had 
the petitioner not expended the amounts it 
did for such services it would have been 
necessary for its members to do so in order 
to keep abreast of the times in the opera- 
tion of their respective businesses. With- 
out reiterating the facts as to the rendition 
of such services by petitioner, they being 
fully set out in our findings, we are of the 
opinion that they establish the ultimate fact, 
as we have found, that in all the taxable 
years involved the net earnings of peti- 
tioner, or a substantial part thereof, inured 
to the benefit of its members.” 

And see Rev. Rul. 57-453, 1957-2 CB 310 
(ruling that a writers’ association formed 
ostensibly to promote the craft of writing 
did not qualify for exemption since it 
served as a vehicle for publishing material 
of its members); Rev. Rul. 56-84, 1956-1 
CB 201 (ruling that a league failed to 
qualify where it assisted in promoting the 
sale of advertising in publications owned 
and controlled by the member coopera- 
tives); and Rev. Rul. 56-55, 1956-1 CB 199 
(ruling that an association of construction 
engineers did not qualify for exemption, 
one of its principal services to members 
being a review of tentative job estimates 
which the various members proposed to 
make). 
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An honest application of what could 
be termed the “economic desire” test 
usually will result in a sufficiently 
sharp delineation between particular 
and nonparticular services. A vari- 
ation and improvement of this direct 
test to determine value would call 
for a concomitant decision as to 
whether the line of business served, 
upon which exemption is predicated, 
is sufficiently broad so as to justify an 
exemption. Only if the group bene- 
fited is sufficiently large to constitute 
a recognized line of business will 
services for that group generally, even 
if to nonmembers as well as members, 
be permitted. More often than not, 
however, the line of business inquiry 
will be pursued unconsciously; and 
few decisions, whether granting or 
denying exemption, give expression 
to this facet of the particular services 
inquiry. 

Such a method of inquiry to deter- 
mine the value of services rendered 
members was utilized by the Board 
of Tax Appeals in Washington State 
Apples, Inc., CCH Dec. 12,233, 46 
BTA 64 (1942). That case concerned 
an organization of Washington apple 
growers; approximately 4,900 grow- 
ers of apples, constituting about 98 
per cent of the total Washington 
growers, belonged to the taxpayer 
organization. Apparently only Jona- 
than, Delicious, Winesap and Newton 
varieties of apples were grown in the 
state. The association extensively ad- 
vertised these four varieties of apples, 
but made no mention of the various 
brands of such varieties and did not 
list its members. In its decision the 
board assumed that apple growing in 
Washington, in itself a line of busi- 
ness, was an “industry” and _ that, 
therefore, the advertising, being di- 
rected towards the improvement of 
the entire “industry” without regard 
to membership, constituted permis- 
sible industrial advertising as distin- 
guished from individual advertising. 
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The legislature of course passes laws 
that favor or disfavor certain 

groups. Judges who enforce these 
laws according to their terms, however, 
can not fairly have attributed to them 
the partiality of those who passed the 
laws. It is the very essence of a 
government of laws that the 
predilections of judges not carry the 
day, and that the law as written by 
the lawmakers be applied equally to 
all.—William O. Douglas. 


The negative implication of the Wash- 
ington State Apples case is that adver- 
tising not directed towards publicizing 
the entire line of business which prop- 
erly forms the basis for exemption is 
individual advertising which consti- 
tutes the furnishing of particular serv- 
ices to individual members. This 
implication is in accord with the eco- 
nomic-desire test and again empha- 
sizes that would-be exempt business 
leagues should assure themselves that 
they serve a sufficiently broad line of 
business and that the services thev 
perform are for all members of that 
line of business, whether they be 
members or nonmembers of the busi- 
ness league. 


Assume, however, that given serv- 
ices do constitute forbidden particular 
services either because the group 
served is too narrow to constitute a 
line of business or because those serv- 
ices are available only to members 
of the business league. The statute 
states that no part of the net earnings 
of a business league may inure to the 
benefit of individual members and the 
cases recognize that net earnings may 
inure other than through distributions 
of money ; the logical inference would 
plainly inhibit all special services for 
members. But just plain logic, as all 
good lawyers know, bears little if any 
relationship to legal logic, so that it 
would be a poor lawyer indeed who 
would opine that a business league 
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could perform no particular services 
for league members. 


While it is unfortunate that few 
case discussions of the problem have 
adverted specifically to the apparent 
regulations-Code conflict regarding 
the receipt of benefits by members of 
a business league, one major case in 
the area did consider that question in 
some detail. In Associated Industries 
of Cleveland, CCH Dec. 15,530, 7 TC 
1449 (1946), it was held that if par- 
ticular services to members are 
merely part of an organization’s 
proper principal purpose, exemption 
as a business league could not prop- 
erly be denied. The membership of 
the taxpayer organization was com- 
posed of individuals and business 
firms; the major purpose of the asso- 
ciation was to secure and perpetuate 
industrial peace in the Cleveland area; 
special emphasis was placed upon re- 
tention of the open shop in Cleveland 
industry. Most of the services made 
available by the taxpayer—such as 
collective bargaining, reference li- 


brary facilities and plant protection 
work—were available both to mem- 
bers and nonmembers of the associ- 
ation. Certain investigatory work, 
however, was available only to mem- 
bers. 


The Tax Court found that the asso- 
ciation did not exist for the purpose 
of performing particular services for 
the individual members, and that any 
services which were performed for 
members were done so as to assist in 
achieving the primary objectives of 
the association. After listing five tests 
for exemption and holding that any 
profit-type activities were incidental 
to other proper activities, the court 
discussed the problem of particular 
services and concluded that if particu- 
lar services were incidental to the per- 
mitted principal purpose, exemption 
was proper.’? Of special interest was 
the somewhat off-hand reference by 
the Tax Court to the fact that no 
net earnings inured to the benefit of 
the taxpayer. Since the court was 
cognizant of the fact that particular 





*“With regard to the requirement of the 
regulations , respondent also makes 
the contention that the association’s mem- 
bers received pecuniary benefits by virtue 
of their membership, since they were getting 
from it particular services which they would 
otherwise have to buy. This contention is 
based upon the statutory provision that in 
order for a business league to be exempt 
from taxation no part of its net earnings 
may inure to the benefit of any private 
shareholder or individual. In determining 
whether net earnings inure to the benefit of 
any private shareholder or individual, each 
case must stand on its own facts. ‘ 
Net earnings or profit may inure to the 
benefit of shareholders or members of a 
business league in other ways than in divi- 
dends or other distributions of money. .. . 

“Of course each individual member of 
the petitioner association perhaps profited 
or considered that it profited by such 
success as the association had in the ac- 
complishment of its main purpose. . . . How- 
ever, petitioner’s raison d’etre was not to 
furnish services to individual members which 
they could purchase elsewhere, but to serve 
the interest of the entire community of 
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members by furnishing the support of the 
whole association to a member who needed 
it. The rendering of such service to a 
member was but part and parcel of a whole 
scheme of establishing and maintaining 
‘sound industrial relations’ (from the view- 
point of the members) by the concerted 
action of all the members acting through 
the association. ... 

“The fact that petitioner has established 
no program for the distribution of its assets 
in event of dissolution does not require a 
holding that its net earnings may inure to 
the benefit of its individual members. ‘Some 
hazy, indefinite theory of how a member 
of the association might eventually receive 
something in case of its dissolution should 
not be permitted to defeat the intention of 
Congress to exempt associations of this 
character from income taxes.’ . . . 

“Inasmuch as petitioner qualifies as a 
business league under the definition con- 
tained in the applicable regulations, and 
since it is not organized for profit and no 
part of its net earnings inures to the benefit 
of any private shareholder or individual, 
the respondent erred in determining that 
the petitioner was not exempt . . . .” 
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services to members would destroy 
exemption if they constituted a suff- 
cient portion of the association’s total 
activities, such a reference can only 
be explained either upon the theory 
that the Code provision “no part of” 
simply means “not a substantial part 
of” or upon the theory that the par- 
ticular services must constitute a sub- 
stantial portion of the activities before 
the net earnings proscription of the 
Code comes into play. Of such stuff 
is legal logic wrought. 


Usually, of course, such a sharp 
analysis of the rationale of exemption 
is unnecessary ; if the benefits to mem- 
bers are clearly not incidental to the 
activity of the league, exemption will 
be denied. The case of National Chiro- 
practic Association, Inc. v. Birmingham, 
cited at footnote 2, was concerned 
with the payment by an association 
of legal expenses of members incurred 
on account of malpractice and similar 
claims made against them. In holding 
that the members improperly bene- 
fited from such services inasmuch as 
the performance of these services con- 
stituted a major activity of the tax- 
payer, the court considered only the 
requirements of the Internal Revenue 
Code and did not refer to the provi- 
sions of the regulations. The court 
admitted that the taxpayer met the 
first two requirements (it was a busi- 
ness league and it was not organized 
for profit), but then considered “the 
only remaining question,” namely, 





*“Tn the case at bar even though the 
main purpose of the plaintiff Association 
was to promote the science of chiropractic 
or extend benefits to the chiropractors in 
general, it would seem that the benefit the 
individual members received was not of 
secondary or incidental importance to such 
members and the fact that the plaintiff 
required those members who were eligible 
to receive the legal protective benefits to 
pay substantially higher dues is indicative 
that the plaintiff did not regard such bene- 
fits as secondary and incidental. 

<f The benefits described by Dr. 
Rogers that are received by chiropractors 
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. there was never a greater 
demand upon elected public officials 
to face the reality of a dangerous 
situation—a situation which is today 
worse because we must pay the fiddler 
for being expedient rather than 
practical in the handling of 
Government affairs.—Representative 
Harold R. Collier of Illinois. 


whether any part of the net earnings 
of the taxpayer inured to the benefit 
of the individual members ; exemption 
was denied since the legal services 
benefited the line of business (practice 
of chiropractic) only indirectly while 
the members benefited directly." 


Even lobbying activities, long the 
whipping boy of the taxing author- 
ities, have been held not adversely to 
affect the exempt status of a business 
league organized and operated pri- 
marily for a proper service. In Rev. 
Rul. 54-422, 1954-2 CB 131, the Serv- 
ice discussed the tax status of an 
organization of independent business- 
men which operated primarily for the 
purpose of promoting and bettering 
the conditions of independent busi- 
nesses generally. A portion of the 
activities of the organization consti- 
tuted lobbying. The ruling simply 
cautioned the members against as- 
suming that the portion of their dues 
which was expended by the associa- 
tion for lobbying purposes would be 
deductible, but then approved exemp- 


in general from the Association’s reimburse- 
ment of a member for attorneys’ fees and 
the expenses of litigation and payment of 
judgments rendered against a member are 
indirect and ‘intangible at best, while the 
benefit to the individual Association mem- 
ber is direct, financial assistance. iP 

“The plaintiff relies upon Com’r y. Chi- 
cago Graphic Arts Federation ... . In 
that case however.none of the operations of 
the Graphic Arts Federation resulted in 
direct benefit to one member to the exclu- 
sion of all the other members as in the 
case at bar.” 
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tion on the ground that the lobbying 
activities were only incidental. 


The case of National Leather & Shoe 
Finders Association, CCH Dec. 15,931, 
9 TC 121 (1947), is of more than pass- 
ing interest. The Tax Court approved 
exemption although the league had 
published magazines listing the prod- 
ucts—but not the names—of its mem- 
bers.** The result accords with the 
incidental-minor test, but confusion 
has resulted from the apparently off- 
hand remark by the majority in which 
it took note of the fact that the tax- 
payer made no special charges to 
members for the various services it 
rendered them; hence, inferentially, it 
was not engaged in profit-type activ- 
ities. Strangely enough, however, 
there has been a prevalent assumption 
that a business league may render 
services for the benefit of its members 
so long as the members pay for any 
services specially rendered to them. 


Those who believe that payment 
for special services will serve to insu- 
late a league from the usual adverse 


consequences of rendering special 
services rely largely on Milwaukee 
Association of Commerce v. U. S., 47-1 
uste § 9245, 72 F. Supp. 310 (DC 
Wis.). There the taxpayer claimed 
to be an exempt business league not- 
withstanding the fact that for many 
years it had operated a credit bureau 
from which the taxpayer received an 
annual gross income of approximately 
$100,000. Members of the taxpayer 
organization were charged 45 cents 
for each standard credit report sub- 
mitted to them, whereas nonmembers 
were required to enter into service 
contracts under which 50 cents per 
credit report was payable provided 
that a minimum charge of $25 would 
be made over the contract period. The 
court, in the process of reaching (or 
justifying) a decision allowing ex- 
emption, noted that under the doc- 
trine of the controlling Chicago 
Graphic Arts case, exemption could 
not be denied upon the grounds of a 
purpose to engage in profit-type ac- 
tivities if special services rendered to 





* “The advertisements themselves are gen- 
eral in nature and do not indicate to the 
shoe repair man that the products adver- 
tised may be bought from any particular 
finder or finders. We think that the pub- 
lication of the magazine does not deprive 
petitioner of the claimed exemption. 

“The record convinces us that petitioner’s 
primary purpose was the improvement of 
business conditions in the leather and shoe 
findings industry as a whole, which is an 
exempt purpose within the applicable statute 
and regulations. We think all its activities, 
including the publication of the magazine, 
the credit information and collection bureau, 
and the clearing house and legislative, tax, 
and trade statistics information made avail- 
able through bulletins to the members were 
directed’ in the main toward accomplish- 
ing that primary purpose. 

“Petitioner was not so much engaged in 
rendering particular services to individual 
members from time to time, but rather in 
disseminating useful information to all its 
members as a group. In any event, in so 
far as any of these activities may be said 
to partake of the nature of ‘particular serv- 
ices’, we are satisfied that to that extent 
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they were but incidental to petitioner’s main 
purpose to promote the welfare of and 
improve business conditions in the entire 
industry. It can not fairly be said on this 
record that petitioner was either organized 
or operated for the purpose of publishing a 
magazine for profit, or of engaging in a 
credit or collection business, or of furnish- 
ing to individual members other services 
which they could purchase elsewhere.” 

* Commissioner v. Chicago Graphic Arts 
Federation, Inc., 42-2 ustc ¥ 9484, 128 F. 2d 
424 (CA-7). The Board of Tax Appeals 
had made a factual finding that no special 
services were rendered for members with- 
out payment by the members adequately 
representing the cost of those services. 
As an ultimate finding of fact, the board 
merely stated that no net earnings inured 
to the benefit of the members. The court of 
appeals, affirming, stated that the net earn- 
ings inurement inquiry was one of fact and 
that the board’s finding on this point was 
warranted by the evidence. The paid- 
for particular services had been character- 
ized as incidental by the board so the 
remarks as to adequate payment, if relevant 
at all, were merely dictum. 
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members were only incidental or sub- 
ordinate to proper principal purposes. 
After noting that the operation of a 
credit bureau was not foreign to the 
association’s proper purpose and that 
the net income from the credit bureau 
received by the association was only 
an incidental factor in producing its 
income, the court pointed out that in 
the Graphic Arts case the court had 
“sustained the finding that no special 
individual service was rendered by 
the respondent to its members with- 
out payment therefor adequately repre- 
senting the cost of the service... .” 


Any significance accorded the refer- 
ence by the court in the above case 
to adequate payment by members for 
special services rendered is apt to lead 
to a dangerous premise, namely, that 
a business league need not be con- 
cerned with special services rendered 
so long as members pay additional 
assessments on account of them. Such 
a premise is not only based upon in- 
correct reasoning but also is contrary 
to the theory of exemption in this 
area. The danger inherent in this 
approach is indicated by the early 
landmark case of Crooks v. Kansas 
City Hay Dealers Association, 1930 
CCH J 9078, 37 F. 2d 83 (CA-8, 1929). 
There the court affirmed a lower 
court decision holding that a business 
league will not be foreclosed from 
exemption if it charges members ade- 
quate fees for services which are 
merely incidental to the purposes of 
the association ** and that a league’s 
earnings do not improperly inure to 
the benefit of its members merely 
because the members might realize a 
a monetary gain in the event of dis- 
solution. The benevolent Commis- 
sioner had stipulated that no part of 


*The hay dealers association had em- 
ployed men to inspect and weigh hay and 
to plug and watch carloads of hay and 
straw which were bought, sold or consigned 
by or to members of the association. The 
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Standards are being lowered, ideals 
are being downgraded, character is 
being weakened, and our Constitution 
is—in effect—being rewritten. 

The freedoms now becoming popular 
are: Freedom from care; freedom from 
effort; freedom from responsibility; 
and freedom to get without having 

to give.—William C. Stolk, 

president, American Can Company. 


the net earnings of the association 
would inure to the benefit of the mem- 
bers; while the court did independ- 
ently examine this point despite the 
stipulation, it considered only the 
possibility of money distributions. 
The importance of the stipulation, 
therefore, was that it removed the 
special services inquiry from the net 
earnings inurement area and considered 
it as one of the factors relevant to 
whether the league was improperly 
engaged in profit-type activities. 


There is some doubt that the Com- 
missioner will always be as consider- 
ate of the taxpayer as he was in the 
Crooks case; assume that some day 
his representative refuses to stipulate 
to the legal conclusion that no part 
of the net earnings of a given business 
league inures to the benefit of its 
members. Of what import, then, the 
fact that the members pay for all 
particular services they receive? In- 
asmuch as the fact of performance 
of particular services is relevant both 
to the nature of the league’s activities 
and to the particular services ren- 
dered for, and special benefits received 
by, members, one would certainly ex- 
pect that the fact of payment by the 
members is an important facet of 
both inquiries. 


court held that since the services rendered 
for members, for which they paid the asso- 
ciation, were merely incidental to the pur- 
poses of the association, the special services 
did not cause the league to fail. 
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To admit that the fact of payment 
by members is important is not tanta- 
mount to saying that such fact is 
beneficial to the business league seek- 
ing exemption. Indeed, payment justi- 
fies an inference that the league is 
engaged in a profit-type activity to 
the extent of the services for which 
payment is received, and certainly 
payment by members is an admission 
that the services for which they pay 
are particular services to them. In 
exchange for these damaging eviden- 
tial aspects of payment, the league 
receives only the right to argue that 
its net earnings do not inure to the 
benefit of its members since they pay 
for the particular services they re- 
ceive. This is an invalid argument, 
not justified by even legal logic, and 
its availability tends to replace analy- 
sis with emotion. If the facts of a 
given case justify the conclusion that 
a business league is engaged in non- 
incidental profit-type activities or 
renders substantial services for mem- 
bers, payment by the members for 
the services it receives will not pre- 
serve exemption.”* 


Conclusion 


The purpose of the exemption ac- 
corded to business leagues is to en- 
courage activities directed towards 
the development of a favorable eco- 
nomic climate in which a given business 
may develop. The theory of exemp- 
tion is that potential purchasers of 
products or services should be familiar- 
ized with the existence, nature and 
uses of those products and services, 
and also that it is of some advantage 
for a group of businessmen engaged 


™ General Contractors Association of Mil- 
waukee v. U. S., 53-1 ustc J 9250, 202 F. 2d 
633 (CA-7). A Bureau of Quantity Sur- 
vey furnished to members of the association 
estimates as to the quantity of material 
necessary for a proposed project; member- 
ship dues varied in direct ratio to the 
quantity of excavating work done by each 
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in a common line of business to agree 
upon standards, uses and common ob- 
jectives, all of which will be beneficial 
to the line of business generally. The 
public interest is served when mem- 
bers of any given line of business 
operate in a favorable market in which 
the tentative customers have full and 
complete knowledge of the products 
and services available to them and 
the products and services themselves 
have reached their optimum level of 
worth. 


If this purpose and theory of ex- 
emption is kept in mind, possible loss 
of exemption will not be of concern 
to the well-advised business league. 
The league will remain tax exempt so 
long as its activities are directed 
towards implementing the ends sought 
to be achieved by the statute. When- 
ever any expenditure of money or ef- 
fort by the league is being considered, 
the relevant question to be honestly 
answered is whether the money or 
effort to be expended serves to nur- 
ture the line of business upon which 
the league bases its exempt status. If 
the money or effort benefits less than 
this line of business, then to that ex- 
tent the league is performing particu- 
lar services for its members. 

Performance of particular services 
for members will not per se cause an 
otherwise exempt business league to 
lose its exempt status. To the extent 
that those services are merely natural 
steps in the league’s over-all plan of 
proper action, are not substantial in 
relation to all of the league’s activi- 
ties and are merely incidental to proper 
activities of the league, those particu- 


member. The Commissioner’s denial of 
exemption was upheld by the district court, 
which decision was here affirmed both 
because the association was engaged in ac- 
tivities normally carried on for profit and 
because the services received by the mem- 
bers caused the net earnings of the associa- 
tion to inure to their benefit. 
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lar services will be proper. If those 
services, however, are substantial and 
not incidental, or constitute a devia- 
tion from the long-range proper ac- 
tivities of the league, those services 
exceed the bounds of allowable par- 
ticular services and the league will 
lose its exempt status. 

The determination as to whether 
any particular services are incidental 
involves a question of fact, and the 
answer given by the finder of fact will 
be well-nigh conclusive.** Competent 


legal advice must always be premised 


tion taken may someday be subject to 
challenge in court; for that reason, 
the responsible advisor will allow a 
business league to perform particular 
services for its members only if he is 
quite willing to place a determination 
of continued exemption within the 
discretion of the fact-finder whom he 
must persuade. There are some who 
will never assume that risk of non- 
persuasion, but a good lawyer recog- 
nizes that his duty is vigorously to as- 
sert and perhaps expand legal rights, 
not to suffer them to wither through 


default. [The End] 


upon the possibility that resultant ac- 


CORPORATE PENSION FUNDS INCREASED IN 1958 


The Securities and Exchange Commission recently re- 
ported that the assets of pension funds of United States 
corporations amounted to $22.1 billion at the end of 1958. 
During the year, pension fund assets increased $2.8 billion, 
or 14 per cent, compared with increases of $2.7 billion in 1957 
and $2.4 billion in 1956. 

At the end of last year, corporate securities accounted for 
the largest part of the pension fund investments ($18.4 billion, 
or 83 per cent of all assets). Of these, $11.7 billion was in 
corporate bonds and $6.7 billion was in common and preferred 
stock. Government bond holdings amounted to $2 billion, 
or 9 per cent of the total investments, while mortgages and 
deposits each amounted to $400 million. 

The trend toward greater investment of pension funds 
in common stock continued in 1958. At the end of the year, 
$6 billion, or 27 per cent of pension fund assets, based on 
book values, was invested in common stock. Common stock 
accounted for 25 per cent of total assets in 1957, but only 
12 per cent in 1951. The heaviest investments in common 
stock in 1958 were in the trade, transportation and manu- 
facturing industries, with the steel, chemical and paper invest- 
ments comprising more than one third or more of the assets. 

The SEC also reported that at the end of 1958, assets in 
all private pension and retirement funds in the United States 
amounted to $39.3 billion, while government retirement funds 
amounted to $49.5 billion—a combined total of $88.8 billion, 
which was more than double the total eight years ago. 

* General Contractors Association of Miil- 


waukee v. U. S., cited at footnote 17 (find- 
ings as to whether given activities are 
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incidental or substantial may not be set 
aside unless clearly erroneous). 
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Sale of a 
Deceased Partner's Interest 
By ALAN R. BROMBERG 


How to avoid the fragmentation peril that exists in the sale of a deceased 
partner's interest is the lesson of this article. The peril arises where the 
partnership holds ‘751 property” (unrealized receivables or substantially 
appreciated inventory). Even though the value of such property is reflected 

in the arm’s-length-negotiated price and, thus, in the outside basis, the 

danger is real that ordinary income will be realized by the seller to 

the extent of his share of unrealized receivables and of inventory 

appreciation. The author is a professor of law at Southern Methodist University. 


ECENT LITERATURE contains numerous commentaries on 
two lines of partnership taxation relating to the transfer of a 
partnership interest : 


(1) The fragmentation rules leading to ordinary income under 
Code Section 751 where the partnership holds “751 property” (unreal- 
ized receivables or substantially appreciated inventory). 


(2) The election under Section 754 to adjust “inside” basis (the 
partnership’s basis for its assets) to reflect changes in “outside” basis 
(a partner’s basis for his partnership interest) resulting from a trans- 
fer of the partnership interest or the death of its owner. 


Generally overlooked, however, has been a point lying at the 
intersection of these two lines: the simple sale (as distinct from a 
liquidation) of a partnership interest following the death of its owner. 


Line (1) is usually spoken of where there has been no previous 
transfer or death changing outside basis. Line (2) is usually spoken 
of where the successor will continue as a partner and needs the inside 
basis adjustment to assure fair depreciation, depletion and gain or loss 
on disposition of assets by the partnership. 


If, shortly after a partner’s death, his interest is sold by arm’s- 
length negotiation, the price will represent fair market value and so 
fix the new outside basis. Thus, it would appear that no gain or loss 
is realized and that there is no cause to be concerned about adjust- 
ment of the inside basis which relates exclusively to partnership prop- 
erty that has not changed hands. 


11954 Code Sec. 1014(a), 742; Regs. Sec. 1.742-1. The text ignores the role 
of liabilities in outside basis since their effect in the typical death-and-sale 
situation is self-cancelling: Basis will be increased by the liabilities and so will 
the amount realized. See Code Secs. 705, 722, 733 and 752. 
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An analysis which stops here may 
be calamitous if the partnership has 
751 property. Even though the value 
of such property is reflected in the 
sale price and hence in the new out- 
side basis, and the gain on the total 
transaction is, therefore, zero, ordi- 
nary income will be realized to the 
extent of the seller’s share of unreal- 
ized receivables and of the apprecia- 
tion in inventory.” 


Why Fragmentation Rules Apply 


To see why the fragmentation rules 
apply regardless of outside basis, it 
is necessary to follow these steps 
which will also suggest the solution. 


(1) Ordinary income results from 
that part of the consideration for the 
partnership interest “attributable to” 
751 property.® 


(2) The Code does not state how 
to compute the consideration “attribu- 
table to” 751 property. The regula- 
tions remedy the omission and quietly 
equate the phrase with “income or 
loss realized” on 751 property.‘ 


(3) “Income or loss realized” on 
751 property is defined, again without 
direct statutory authority, as “the dif- 
ference between (i) the portion of the 
total amount realized for the partner- 
ship interest allocated to section 751 
property, and (ii) the portion of the 
selling partner’s basis for his entire 
interest allocated to such property.” ° 


(4) Item (i) in Step (3) may be 
fixed by the parties in an arm’s-length 


* Code Sec. 751(a). 

* Code Sec. 751(a). 

* Regs. Sec. 1.751-1(a)(1) and (2). 

* Regs. Sec. 1.751-1(a)(2). 

* Section cited at footnote 5. I gloss over 
the difficulty of distinguishing between un- 
realized receivables and substantially appre- 
ciated inventory in some instances. Con- 
sider, for example, the anticipated profits on 
a seasonal line of merchandise which has 
been designed and displayed but neither 
manufactured nor sold. The distinction is 
relatively nonfunctional, although if the 
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bargain, just as may the fair market 
value of the entire interest. (It is wise 
for the sales contract to make a spe- 
cific allocation.)°® 

(5) Item (ii) in Step (3) is the por- 
tion of the seller’s outside basis allo- 
cated to 751 property and is determined 
as if the 75t property had been cur- 
rently distributed to him.’ 


(6) A partner’s basis for currently 
distributed property is generally the 
same as the partnership’s basis, that 
is, the inside basis, for that property.® 


(7) By definition, the inside basis 
includes neither (a) the value of un- 
realized receivables (which would 
have a basis as soon as realized)*® nor 
(b) the value of the appreciation in 
inventory (which is measured by the 
excess of its fair market value over 
basis).*° 


Problem Solution: 
Inside Basis Adjustment 


It follows that a rise in outside 
basis alone—even though attributable 
to increase in value of 751 property— 
is no shield against Section 751 and 
consequent ordinary income. How- 
ever, it also follows that a proper elec- 
tion to adjust inside basis to reflect 
the change in outside basis will do 
the trick. To see this, it is only neces- 
sary to retrace Steps 7 through 1, 
starting with an inside basis revised 
so that each item of 751 property has 
a basis equal to its fair market value." 
Alternatively, one may perceive that 


inside basis adjustment is made, some book- 
keeping entry is necessary. 

* Section cited at footnote 5. 

*Code Sec. 732(a). The partner’s basis 
may be even less if his outside basis is less, 
but this will not occur in the sale of an 
interest shortly after death since the new 
outside basis reflects the value of 751 prop- 
erty. See Code Sec. 732(c)(1). 

*. Code Sec. 751(c). 

* Code Sec. 751(d). 

* Because of Sec. 755, changes in outside 
basis reflecting changes in value of 751 
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with respect to the partner for whose 
benefit the inside basis is adjusted, 
the receivables are no longer unreal- 
ized, the inventory no longer substan- 
tially appreciated. 


Thus, the inside adjustment is es- 
sential to give effect to the change in 
the outside basis, even where the out- 
side interest is immediately sold at 
no gain. 


Without the adjustment, the ano- 
maly of ordinary income from a no- 
gain transaction appears to have one 
compensation: an offsetting capital 
loss. The consideration for a partner- 
ship interest “attributable to” 751 
property is not “attributable to” the 
partnership interest itself..* In the 
main, the Section 751 aspect leaves 
the outside basis unchanged.** The 


outside basis, therefore, will exceed the 
amount realized from non-751 prop- 
erty by exactly the amount of ordi- 
nary income under Section 751. Since 
the partnership interest (apart from 
751 property) is a capital asset,’ the 


excess represents a capital loss. It 


(Footnote 11 continued) 

property will be allocated to 751 property 
inside. Similarly, changes in outside basis 
reflecting changes in value of other property 
will be allocated to other property inside. 
There will be no crossovers. 

*Compare Regs. Sec. 
ample 1. 

* This statement is strictly true where 
wholly unrealized receivables are involved. 
In other cases, the outside basis is reduced 
by the portion of inside basis attributable 
to 751 (Regs. Sec. 1.741-l1(a)). The basis 
so transferred reduces ordinary income 
under Sec. 751; see Steps (3) and (5). in 
the text. 

* Code Sec. 741. 

%* If the ordinary income and capital loss 
treatment happens to be attractive to a tax- 
payer, the Commissioner might try to thwart 
him by insisting on an inside basis adjust- 
ment under Code Sec. 732(d) (last sen- 
tence) and Regs. Sec. 1.732-1(d)(4) via 
Regs. Sec. 1.751-1(a)(2) (third sentence). 
The Commissioner’s prospects here are 
doubtful because of the specification in 
Regs. Sec. 1.732-1(d)(4) (iii) that property 


1.751-1(g), Ex- 
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scarcely needs saying that in most 
instances this is small comfort. In 
general, it will be desirable to make 
the adjustment.*® 


Possible Methods 
of Implementing Solution 


(1) The adjustment is available 
upon proper election by the partner- 
ship, and this is the surest way to 
achieve it. If the election has been 
previously made, it remains in force 
until the Commissioner’s consent is 
given for revocation.”® If it has not 
been previously made, the decedent’s 
successor may have nonlegal difficul- 
ties in inducing the surviving partners 
to make it. More probably than not, 
such difficulties will arise from failure 
to understand the legal intricacies or 
from reluctance to undertake the rec- 
ord-keeping complexities which are 
required. However, they may stem 
from real economic disadvantage, for 
example, where a substantial down- 
ward adjustment in inside basis might 
result for one of the other partners."’ 
The election will normally be advan- 
be “actually distributed”; see, also, the 
argument in the text at footnotes 21-24. 

“Code Sec. 754. 

* Timing.—The adjustment must be made 
for all transfers, deaths and distributions 
in the year to which the election applies, 
and in all subsequent years. But it need 
not be made prior to death, so long as it is 
made for the year of death (Rev. Rul. 
57-347, 1957-2 CB 365). It must be made 
in “the partnership return for the first 
taxable year to which the election applies” 
(Regs. Sec. 1.754-1(b)). Analogizing from 
litigation concerning other elections, this 
presumably includes an original or amended 
return filed before the due date (Haggar 
Company v. Helvering, 40-1 ustc J 9151, 308 
U. S. 389 (declaration of adjusted value of 
capital stock)), or any extension thereof 
(J. E. Riley Investment Company v. Com- 
missioner, 40-2 ustc 99757, 311 U. S. 55 
(election to deduct percentage depletion 
required to be made in “first return”; dic- 
tum on extension)). But it does not include 
an amended return filed after the due date 
(including extensions) (Burford Oil Com- 

(Continued on following page) 
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tageous to the purchaser of the dece- 
dent’s interest since it will offset his 
future ordinary income to the extent 
that his purchase price represents 
value for unrealized receivables or 
appreciation in inventory. Situations 
can be imagined, however, in which 
he has more to lose than to gain by 
the élection. In addition, if he buys 
during the partnership tax year fol- 
lowing the death, he might cause an 
election to be made only for the later 
year. Prudence suggests a provision 
in the sale contract obligating the 
buyer to have the partnership make 
the election for the year of death. 


It is sometimes suggested that the 
partnership agreements be fashioned 
to bind each partner to make the Sec- 
tion 754 election. Such a provision 
may cause nore trouble (in terms of 
record-ke: filings and disadvan- 
tage to variovs partners) than it is 
worth. It does, however, insure 
against the possible misfortune de- 
scribed here. A less rigid clause may 
be preferable, for example, one giving 





(Footnote 17 continued) 


pany wv. Commissioner, 46-1 ustc 9185, 153 
F. 2d 745 (CA-5), (election to expense 
intangible drilling costs required to be made 
in “return for first taxable year”)). A for- 
tiori; it does not include a refund claim 
(W. B. Barnhill v. Commissioner, 57-1 ustc 
{ 9456, 241 F. 2d 496 (CA-5) (election to 
amortize bond premium required to be made 
“in his return for the first taxable year’’)). 
Conceivably, but not probably, a late elec- 
tion might be allowed on the ground that 
it was not timely made because of a material 
mistake of fact (Estate of Robert R. Meyer, 
53-1 ustc $9138, 200 F. 2d 592 (CA-5) 
(taxpayer permitted to “abandon” his ir- 
revocable election not to: recognize certain 
gain in corporate liquidation)). This would 
not be permitted because of a mistake of 
law (Frank T. Shull, CCH Dec. 23,072, 
30 TC 821 (1958), appealed to CA-4). A 
failure to perceive the importance of the 
inside basis adjustment under the circum- 
stances described in the text would seem 
to be a mistake of law, although the dis- 
tinction is generally hazy. Finally to be 
considered is the possibility that the elec- 
tion might be deemed to have been made 
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each partner (or his successor) an 
enforceable right to have the election 
made upon a showing that it will ben- 
efit him in a certain minimum amount, 
or more than it will harm the other 
partners at the same time. 


(2) Since the election is made by a 
statement in the partnership return 
signed by one of the partners,’* it may 
be that the decedent’s successor could 
file such a statement and return if the 
surviving partners refused. He is 
treated as a partner for some tax pur- 
poses,”® but his status for this purpose 
is not clear. Nor is it certain which 
of two conflicting returns might be 
honored. Possibly the determination 
of his authority so to act would be 
made under local law, which will in 
turn depend on the agreement of the 
partners.”° 


(3) Some writers ** conclude that the 
decedent’s successor, on the sale of 
his partnership interest within two 
years of death, may make an inside 
basis adjustment even though no 


(Continued on page 700) 





by the way the taxpayer reported his gain, 
even though the filing formalities were not 
complied with. Compare Sklar Oil Corpora- 
tion, 43-1 ustc J 9300, 134 F. 2d 221 (CA-5) 
(election to expense intangibles was made 
by deducting some of them in computation 
of income). 

* Regs. Sec. 1.751-1(b);) Code Sec. 6063. 

” For example, Regs. Secs. 1.708-1(b)(1) 
(i) and (ii), and 1.736-1(a) (1) (ii). 

* Uniform Partnership Act, Secs. 18(g), 
35, 37; Crane, Partnership (2d Ed., 1952), 
pp. 29, footnote 10, 465; Sher and Brom- 
berg, “Texas Partnership Law in the 20th 
Century—Why Texas Should Adopt the 
Uniform Partnership Act,” 12 Southwestern 
Law Journal 263, 302, footnote 210 (1958). 
Cf. Note, “Partnership Continuation Agree- 
ments,” 72 Harvard Law Review 1302 (1959). 

"For example, Little, “Tax Planning for 
Professional Partnerships,” 35 Taxes 993, 
1004, footnote 72 (December, 1957); Willis, 
Little and. McDonald, “Problems on Death, 
Retirement, or Withdrawal of a Partner,” 
Proceedings of the New York University 
Seventeenth Annual Institute on Federal Taxa- 
tion (1959), pp. 1033, 1050, 1053. 
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PAYING FAMILY 
EXPENSES 


and 


SAVING TAXES 


By JOHN DREW 


Here is a step-by-step guide for the tax man considering the advantages 
of grantor trusts. This article analyzes the Code section 

prohibiting the use of the income of such trusts in discharging 

an obligation to support, relates the statutory basis for such an 
obligation and attempts to dispel the doubt 

over the use of the grantor trust in paying for a college education. 


GLOW of satisfaction quietly descends upon the harassed tax- 

payer who manages to save taxes by simply paying the bills for 
his family’s infinite interests which fall outside the bounds of legal 
support and maintenance. By the device of the temporary trust, a 
taxpayer places income-producing property in trust for a limited time 
and for prescribed uses of named beneficiaries within or without the 
family periphery. Since the trust is a separate taxpayer, its income 
is not added to the taxpayer’s income, thereby placing all of the in- 
come in lower tax-rate brackets. A taxpayer can meet certain family 
requirements out of income not taxed to him at high rates, during his 
years of high earnings, while assured of the return of his income- 
producing property for his own use during his retirement years. 

The taxpayer, as grantor of the trust, may provide for the return 
of his property upon any of the following events: 

(1) Upon the death of the beneficiary, regardless of the bene- 
ficiary’s life expectancy.” 

(2) Upon the grantor’s death, or upon the death of a person not 
a beneficiary if, at the time the property is placed in trust, the life 
expectancy of the measuring life is at least ten years.* 





11954 Code Secs. 672 and following. } Ge he vx: 
* Sec. 673(a); Regs. Sec. 1.673(a)-1(b). 
* Regs. Sec. 1.673(a)-1(c); Rev. Rul. 55-34, 1955-1 CB 266. 
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Mr. Drew is associated with the law firm of 
O'Brien, Driscoll & Raftery, New York City. 
He is a member of the Section 

of Taxation, American Bar Association. 


(3) At the end of ten years from 
the date the property is placed in 
trust.‘ 

(4) At the earliest of any combina- 
tion of the above. 

The income from property added to 
a trust terminating upon the grantor’s 
death is taxed to him if added when 
the grantor’s life expectancy is less 
than ten years.° 


Trust Use: 
Child's College Education 


Trust income will not be taxed to 
the grantor when used to support 
anyone the grantor is not obligated 
by law to support. Nor will the 
grantor be taxed on trust income 
merely because it is paid to a bene- 
ficiary whom he is legally obligated 
to support. The Service has infor- 
mally ruled that the mere fact that a 
reversionary trust is created for the 
benefit of the spouse of the grantor, 
who acts as trustee, will not 
make the grantor subject to income 
tax.’ The grantor-trustee will be sub- 
ject to income taxation on trust funds 
used for the support of his spouse in 
satisfaction of a legal obligation to 
support, under Sections 677(b) or 662. 


also 





* Sec. 673(a). 

® Rev. Rul. 56-601, 1956-2 CB 458. 

*Income used to support a child from a 
trust. not created by a parent will be taxed 
to the father (Regs. Sec. 1.662(a)-4). 

* Bulletin, Section of Taxation, American 
Bar Association, October, 1958, 
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The Code taxes the grantor on trust 
income “applied or distributed for the 
support or maintenance of a bene- 
ficiary whom the grantor is legally 
obligated to support and maintain 
.... ® The regulations explain that 
the Code “relates solely to the satis- 
faction of the grantor’s legal obligation 
to support or maintain a beneficiary.” ® 


The courts have held that the ob- 
ligation to support another is fixed by 
state law only and is not to be limited 
or delimited by Treasury officials in 
aid of their quest for revenue.’® This 
principle found recognition in a recent 
revenue ruling *™ holding that the in- 
come from securities, held for the 
benefit of a minor under a model cus- 
todian act, used in satisfaction “of a 
legal obligation of any person to sup- 
port or maintain a minor is, to the 
extent so used, taxable to such person 

.’ The ruling states: 

“However, the amount of such in- 
come includible in the gross income 
of a person obligated to support or 
maintain a minor is limited by the 
extent of his legal obligation under 
local law.” 


The ruling further holds, that the 
portion of the income not includible 


* Sec. 677(b). 

® Regs. Sec. 1.677(b)-1(d). 

* Leonard v. Helvering, 39-2 ustc J 9588, 
105 F. 2d 900; Jessie Donohue, CCH Dec. 
11,793, 44 BTA 329. 

™ Rev, Rul. 56-484, 1956-2 CB 23. 
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in the gross income of the person ob- 
ligated to support the minor is taxed 
to the minor.’* Clearly, every dollar 
given a minor from trust income is 
not in discharge of a support obliga- 
tion taxable to a grantor. 


The support obligation is not to be 
determined by the means of the 
parent or the family’s station in life 
unless so proscribed by local law. A 
Treasury regulation provides: 


“In any event, the amount of trust 
income which is included in the gross 
income of a person obligated to sup- 
port a dependent is limited by the 
extent of his legal obligation under 
local law. In the case of a parent’s 
obligation to support his child, to the 
extent that the parent’s legal obliga- 
tion of support, including education, 
is determined under local law by the 
family’s station in life and by the 
means of the parent, it is to be deter- 
mined without consideration of the 
trust income in question.” ** 


Parents may find the temporary 
trust a tax-saving device while using 
the income therefrom to pay for the 
cosmopolitan activities of their minor 
children which fall outside the area of 


legal support. For example, local 
law has yet to impose upon a parent 
the obligation to furnish his child 
with a college education. A New York 
court has stated: 

“Unlike the furnishing of a com- 
mon school education to an infant, 
the furnishing of a classical or profes- 
sional education by a parent to a child 
is not a ‘necessary’ within the mean- 
ing of that term in law.” ** ~ 

The New York Education Law im- 
poses the duty upon parents to send 
a child to school (Section 3212) for 
full-time day attendance up to age 17 


and part-time attendance up to age 18 
if the child has not graduated (Sec- 
tion 3206). Further education is not 
compulsory. 

The New York Uniform Support of 
Dependents Law imposes liability 
upon parents to support a child under 
17 years of age and over 17 years 
only if the child is incapable of main- 
taining himself or is likely to become 
a public charge (Section 2112). The 
New York City Domestic Relations 
Court cannot order a parent to sup- 
port a child 17 years of age or older 
unless special circumstances exist.” 
It has been held that “support” means 
food, clothing, shelter, medical and 
dental care.** Undoubtedly, like stat- 
utes can be found in every state. 


The amount of trust income used in 
paying the high tuitional cost of a 
college education for grantor’s child 
is not taxable to grantor since the 
payments do not discharge any legal 
obligation imposed upon grantor by 
local law. However, a grantor would 
be chargeable with the portion of 
trust income used in paying the child’s 
room and board at college. The use 
of trust income will result in con- 
siderable tax savings to a parent whose 
child seeks a professional education 
beyond college such as law or medi- 
cine. Furthermore, a parent will not 
lose the $600 dependency exemption.’ 

A variety of family needs can be 
met by use of the income from tempo- 
rary trusts. Children over 21 years 
and professionally educated may be 
fed and clothed until the first rich 
client ventures their office 
threshold, or they may be aided in 
starting a business, or parents may 
share in the luxuries of their success- 
ful children. The only cost to a grantor 


across 








® Ruling cited at footnote 11. 

*® Regs. Sec. 1.662(a)-4. 

% Halstead v. Halstead, 228 App. Div. 298, 
299 (N. Y.). 
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*“New York City Domestic Relations 
Court Act, Sec. 92, Subdiv. 4. 
% Harrison v. Jackson, 108 N. Y. S. 2d 111. 


* Sec. 151(e). 
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is the possible payment of a gift tax, 
far outweighed, however, by the in- 
come tax saving. 


Trust Purpose: 
Annual Income Tax Saving 


Assume that Mr. Taxpayer has a 
wife, a five-year-old son and a widowed 
mother. He earns $30,000 and has 
investments worth $200,000 that yield 
$10,000 annually. 


While Taxpayer’s mother has other 
income and does not qualify as his de- 
pendent, Taxpayer places $100,000 in 
trust for ten years with the income 
payable to his mother. To care for 
his son’s education and early years, 
he places $100,000 in a separate trust 
for 20 years with the income payable 
for his son’s needs and education ex- 
cept for support and maintenance. 


The following tabulations illustrate 
his income tax savings attributable 
to his use of the trusts: 


Income Tax—Without Trusts 








Salary $30,000 
Investment income 10,000 
Gross income $40,000 
Exemptions (3) $ 1,800 
Deductions (itemized) 6,200 8,000 
Taxable income $32,000 
Tax (joint return) $10,400 
Income Tax—With Trusts 
Salary $30,000 
Exemptions (3) $ 1,800 
Deductions (itemized) 6,200 8,000 
Taxable income $22,000 
Tax (joint return) $ 6,040 
Individual trust income $ 5,000 
Exemption * $ 300 
Deductions ” 200 500 
Taxable income $ 4,500 
Tax 970 





*Sec. 642(b). If the trust accumulates 
income the exemption is $100. 

*® Sec. 212; Regs. Sec. 1.212-1. 

*The proposal would apply to trusts 
created after December 31, 1956. Mills Bill, 
H. R, 11997, introduced April 17, 1958. 
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Calculation of Tax Saving 


Xan wines tiie. Ee $10,400 
Tax with trusts: 

Grantor’s ie Ba as $ 6,040 

Mother’s trust 970 

pawn Ge eS 970 7,980 
PEE I EE oc sae cc ks ev $ 2,420 


Over the 20-year life of both trusts, 
the total income tax saving would 
amount to $37,600, of which $24,200 
would be saved the first ten years and 
$13,400 the last ten years when only 
the son’s trust remained alive. 


The more trusts created the wider 
the income is spread. There is no 
limit on the number of trusts that 
can be created by one grantor or on 
the number of trusts that can be 
created by one grantor or several 
grantors for one beneficiary. How- 
ever, it is proposed, in general, that 
the currently accumulated income and 
taxable income allocated to corpus of 
multiple trusts created by the same 
grantor for the same beneficiaries be 
aggregated and the sum total subject 
to income tax placing it in a higher 
tax rate bracket.*° 


Grantor's Control of Trust Property 


The trust must qualify under local 
law. A power to revest any portion 
of the trust in the grantor, exercisable 
by the grantor or by a nonadverse 
party without the consent of an ad- 
verse party will cause the income 
therefrom to be taxed to the grantor.*? 
An independent trustee is not an ad- 
verse party but a beneficiary not 
closely related to the grantor is.** A 
reversionary interest is not a retained 
power to revoke. A grantor may re- 
tain a power to revoke which can only 
affect the beneficial enjoyment of the 





* Sec. 676(a). 
"= CCH SranpArp FeperAL TAx Reports 
(1959 Ed.), ¥ 3744.0025. 
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income after a period allowed for the 
trust property to revert to the grantor, 
such as ten years.”* 


The grantor cannot retain such 
control over the administration of 
trust property that could be exercised 
primarily for his.own benefit.2* How- 
ever, the same control exercisable by 
a grantor as trustee is presumed 
primarily exercisable in the interests 
of the beneficiaries.** By appointing 
himself trustee, the grantor can exer- 
cise broad control over the trust prop- 
erty accountable, however, under local 
law for any breach of his fiduciary 
duties. The powers exercisable by 
a grantor as trustee are subject to 
ramifications and we can only outline 
them herein.”® 


As trustee, a grantor may buy and 
sell securities and other trust prop- 
erty, vote stock, select investments, 
and reconvey trust property to him- 
self by substituting other property of 
equal value. He may borrow from 
the trust with adequate interest and 
security for a period not extending 
beyond the trust’s taxable year in 
which the loan was made.” A loan 
to a grantor can be for any period if 
made by a trustee not related or sub- 
ordinate to the grantor and for ade- 
quate interest and security.” In no 
event or capacity can a grantor dis- 
pose of trust property for an inade- 
quate consideration except with the 
consent of the beneficiary.*® A grantor 
may reserve the right to change trus- 
tees provided the change will not 
place a power in the hands of a person 
whose possession of it will render trust 
income taxable to the grantor.*° The 


power to add beneficiaries is discussed 
below and is restricted in the presence 
of certain other powers." 


A grantor, as trustee, may continue 
to control a corporation the stock of 
which he has placed in trust, or he 
may continue to manage real estate, 
copyrights, patents, and like business 
property. Any gain or loss on the 
sale of trust assets is taxed to the 
grantor unless the beneficiary is specifi- 
cally given such gains and losses.*? A 
grantor may retain the power to allo- 
cate between corpus and income the 
receipts and the disbursements of the 
trust.** 

It is unfortunate that the powers 
permitted to a grantor, to a grantor- 
trustee and to an independent trustee 
are not set forth in a logical arrange- 
ment. The powers are tossed to- 
gether interspersed with distinctions 
as to those exercisable by a grantor, 
a grantor-trustee or an independent 
trustee and further refined as to in- 
come and corpus, thus making for less 
than pellucid clarity. 


Grantor's Control in Paying Benefits 


Flexibility in meeting the chang- 
ing needs of the beneficiary from year 
to year may be incorporated in the 
trust agreement. A grantor, acting 
as trustee, may reserve the right to 
choose when to distribute trust in- 
come and the amount thereof. The 
income not paid out must eventually 
be paid to the beneficiary, his heirs 
or appointees.** A grantor may go 
a step further and add trust income 
to trust corpus provided the bene- 





* Sec. 676(b). 

* Sec. 675; Regs. Sec. 1.675-1. 

* Regs. Sec. 1.675-1(b). 

* Johnson, “Trusts and the Grantor,” 36 
Taxes 869 (December, 1958). 

* Sec. 675(2). 

*® Sec. 675(3); Sec. 672(c). 

* Sec. 675(1). 

* Regs. Sec, 1.674(d)-2(a). 


— 
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™ Regs. Sec. 1.674(d)-2(b). 

* Regs. Sec. 1.673(a)-1(a). 

* Sec. 674(b). 

“Sec. 674(b)(6). Ten states limit the 
accumulation of income; for example, in 
New York, the accumulation of income for 
the benefit of a minor must be terminated 
at or before the date he reaches 21 years. 


693 








ficiary is a minor or under a legal 
disability. Such income added to 
corpus need not be payable to the 
beneficiary.*® 


If a trust has several beneficiaries 
or classes such as grandchildren, the 
trustees may distribute, apportion or 
accumulate the trust income among 
the beneficiaries or to or among a 
class of beneficiaries. This power to 
hose and spray trust income, the ulti- 
mate in flexibility, can be exercised 
and possessed only by a trustee not 
related or subordinate to the grantor.** 
A grantor may act as trustee of such 
a trust provided the hose-and-spray 
power rests in a qualified cotrustee. 
The cotrustee may be a relative, other 
than a spouse, if the trust agreement 
limits the exercise of the hose-and- 
spray power by a “reasonably definite 
external standard” ** such as “to en- 
able him to maintain his accustomed 
standard of living; or to meet an 
emergency.” ** 

The power to hose and spray trust 
income need not be wholly surrendered 
by a grantor. Since the Code pro- 
vides that no more than half the trus- 
tees possessed with such power be 
related or subordinate to the grantor, 
a grantor may retain an indirect veto 
by naming two trustees to exercise 
the power, one of whom may be his 
wife or any other person who will 
carry out his directions although not 
compelled to do so by law.*® 


A grantor may guard against the 
possibility that the income of the trust 
may fall below expectations and be- 
come insufficient to meet the needs of 
a beneficiary by providing for the in- 
vasion of corpus. The trust instru- 
ment may provide that a grantor, as 





* Sec. 674(b)(7). 

* Sec. 674(c) and (d). 

* Sec, 674(d). 

* Regs. Sec. 1.674(b)-1(b) (5). 
* Sec. 674(c). 

“Sec. 674(b) (5). 
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trustee, may exercise the power to 
distribute corpus to beneficiaries or a 
class of beneficiaries, whether or not 
income beneficiaries, if limited by a 
definite standard or to current income 
beneficiaries without being limited to 
a standard.*° The purpose of the 
creation of the trust need not be de- 
feated in the event the income be- 
comes insufficient since the grantor 
may distribute corpus to income bene- 
ficiaries at any time for any reason. 
An independent trustee or cotrustee, 
as described above, may possess power 
to distribute corpus to any named 
beneficiary at any time for any rea- 
son.*? Of course, a trustee cannot 
distribute income or corpus except 
according to the trust terms and they 
should provide for any eventuality 
that might defeat the purpose of the 
trust within the powers allowed by 
the Code which will not result in the 
distributions being taxed to the grantor. 


A grantor upon creating a trust, 
provided with any of the above powers 
controlling distributions, can name 
the beneficiaries but cannot retain or 
grant to anyone the power to add 
beneficiaries except after-born or after- 
adopted children. 


GIFT AND ESTATE TAX 
Gift Tax 


In placing property in trust, the 
grantor makes a gift subject to tax to 
the trust beneficiaries. The gift is 
the market value of the property * 
less the value of grantor’s reversion- 
ary interest.*4 The portion of the 
property constituting the gift is de- 
termined by Treasury Department 
tables.*° For example, of the prop- 
erty placed in trust and reverting to 

"Sec. 674(c)(2). 

“Sec. 674. 

“Sec. 2512; Regs. Sec. 25.2512-1. 


“Rev. Rul, 58-242, I. R. B. 1958-1 23. 
* Regs. Sec. 25.2512-5(f). 
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the grantor in ten years, 29.1 per cent 
is the gift; of property placed in trust 
for 15 years, 40.3 per cent ; of property 
placed in trust 20 years, 49.7 per cent. 
Since the gift is not determined by 
the income from the property, it costs 
no more to place high-income-produc- 
ing property in trust. 

A donor may give away $30,000 dur- 
ing his lifetime free of tax.** In ad- 
dition, the first $3,000 of each gift each 
year per beneficiary is free of tax.*’ 
Gifts in trust are gifts not to the trust 
but to the beneficiaries and a grantor 
is entitled to a $3,000 exclusion for 
each beneficiary,** the number of 
whom are limited only by the bene- 
ficence of the grantor. 


The first $3,000 is not excluded 
from gift tax if the beneficiary does 
not have a present unrestricted right 
to the trust income. If trust income 
may or must be accumulated “* or if 
a trustee has power to hose and spray 
among beneficiaries,” the first $3,000 
of property transferred to such a trust 
is not excluded (although the pres- 
ence of such powers do not render the 
income taxable to the grantor). The 
inclusion of any of the flexible powers 
over income and corpus by which a 
trustee, whether he be grantor or 
someone else, may postpone present 
enjoyment of the income of a trust 
will cause the entire gift to be subject 
to gift tax except for the lifetime 
$30,000 exemption. There is one ex- 
ception. The $3,000 exclusion applies 
to property transferred to a trust un- 
der which both the income and corpus 
will be used for the sole benefit of a 
donee upon his reaching 21 years and, 
if he dies before reaching 21, will pass 
to his estate or as he may appoint 
under a general power of appointment.™ 

“Sec. 2521. 

“Sec. 2503(b). 

“ Helvering v. Hutchings, 41-1 ustc J 10,026, 


312 U. S. 393. 
” Regs. Sec. 25.2503-3(b). 
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A gift from a married grantor is 
considered as a transfer of one half 
the property by him and the other 
half by his spouse.** The effect is to 
double the exclusion to $6,000 and the 
exemption to $60,000. It takes only 
pencil and paper to calculate the 
amount of property a grantor can place 
in temporary trusts over a period of 
years and the amount of income tax 
savings resulting from the transfers. 


Estate Tax 

The value of grantor’s reversionary 
interest in the trust property is taxed 
in his estate if the grantor dies before 
the trust terminates. The portion 
taxed depends on the number of years 
from the date of grantor’s death to 
the end of the trust. If the trust 
property reverts upon the grantor’s 
death, with no years intervening, the 
entire value of the trust property is 
taxed in his estate. If the trust is to 
run for a term of years, the portion of 
the trust property taxed in the grantor’s 
estate is found in Treasury tables; for 
example, for each $100 of trust prop- 
erty, $96.62 is taxed if the trust has 
one year to run, $84.20 is taxed if the 
trust has five years to run, and $70.89 
is taxed if the trust has ten years to 
run. If the trust property reverts 
upon the death of the beneficiary or a 
person other than the grantor, the de- 
termining factor is the age of the 
person, whose life measures the trust, 
at the death of the grantor. The 
age of the measuring life must be 
taken as of the date of death while 
the market value of the trust prop- 
erty, in calculating the portion taxable 
in grantor’s estate, may be taken as 
of the date of his death or the alter- 
native valuation date.™ 





* Regs. Sec. 25.2503-3(c), Example 3. 
* Sec. 2503(c). 

Sec. 2513. 

* Regs. Sec. 20.2031-7(d) and (f). 

* Regs. Sec. 20.2032-1(f)(1). 
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In creating a temporary trust, con- 
sideration must be given the pre- 
sumption that property transferred 
to a trust within a period of three 
years prior to grantor’s death was 
made in contemplation of death,” 
thereby placing the property back in 
grantor’s estate for tax. 


The taxable estate is the remainder 
after exempting the first $60,000 and 
deducting administration and funeral 
expenses and the marital deduction.” 
The gift tax, imposed only on individ- 
uals, was enacted to prevent the avoid- 
ance of the estate tax by taxing the 
transfer of property, at lower rates, 
which would otherwise be taxed in 
the grantor’s estate. In considering 
the advantages of temporary trusts, 
both the estate and the gift tax con- 
sequences must be calculated. 


Gift Tax Calculation 


Assume the same facts outlined 
previously. Mr. Taxpayer places 
$100,000 in trust for ten years, the 
income of $5,000 therefrom payable 
to his mother. 


He places another $100,000 in an- 
other trust for 20 years, the income of 
$5,000 therefrom payable for his son’s 
needs and education, except for sup- 
port and maintenance. 


The following tabulations illustrate 
the gift tax payable upon the creation 
of the trusts: 


Trust for Mother 


Value of Property $100,000 
Value for 10 years 29.1% 
Gift $ 29,100 
Exclusion 6,000 
$ 23,100 
Exemption 23,100 
Taxable Gift $ -0- 


Unused exemption: 


$60,000 — $23,100 = $36,900. 


Trust for Son 


Value of Property... . $100,000 
Value for 20 years........ 49.7% 
Gift . $ 49,700 
Exclusion 6,000 
$ 43,700 
Exemption 36,900 
Taxable Gift ...... . $ 6,800 


ax: 
Wife (44) $3,400 at 2%4% = $76.50 
Husband 53 “an! FOO 


Gift Tax vale ee 


Estate Tax Calculation 


Assume that ten years after the 
creation of the trusts Mr. Taxpayer 
died, survived by his wife, son and 
mother. Assume, also, that during the 
ten-year period the corpus of the trusts 
increased in value by 10 per cent. 


The following tabulations illustrate 
the federal estate tax payable upon 
the death of Mr. Taxpayer: 


Trust for Mother 


Expired—entire value taxed in 


grantor’s estate .. .$110,000 
Trust for Son 
Trust property. . .$110,000 
Ten-year multiplier 70.89% 
Value taxed in grantor’s 
estate .. $ 77,979.00 


Estate Tax Calculation 
$187,979.00 


Gross estate 


Exemption .... .$60,000 
Deductions .... 10,000 
Marital deduc- 
tion . 88,989.50 $158,989.50 
Taxable estate $ 28,989.50 
Estate Tax . $ 2,858.53 


If no trusts were created, the tax- 
able estate would amount to $45,000 and 
the estate tax would amount to $5,900. 

(Continued on page 737) 





* Sec. 2035(b). 
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* Regs. Sec. 20.0-2. 


TAXES—The Tax Magazine 








Closely Held Corporations 








By THOMAS J. DONNELLY, Jr. 


A recent Tax Court case concerns the tax considerations of a corporation 
planning improvements on property leased from a stockholder. 

Here is a discussion of Jaeger Motor Car Company by one of the government's 
attorneys in the case. Mr. Donnelly is now associated 

with the firm of Dallstream, Schiff, Hardin, Waite & Dorschel, Chicago. 


HE TAX COURT’S DECISION in Jaeger Motor Car Company 

et al., CCH Dec. 23,398(M), 17 TCM 1098 (December 31, 1958), 
should be of considerable concern to closely held corporations leasing 
property from a stockholder. Where improvements are made on the 
leased property by the corporation, there will be no assurance that 
the usual rules governing lessors and lessees will apply, and the 
transaction must be considered from the stockholder-corporation rela- 
tionship viewpoint as well. 


In the Jaeger case the corporation had been leasing property on 
which it conducted its automobile dealership and garage business 
from an 80 per cent stockholder for many years. During the years 
1947-1951 it expended over $150,000 for improvements, additions and 
alterations to the property, and continued to lease it thereafter on a 
year-to-year basis. The court held the amounts so expended constitute 
a dividend to the stockholder, rejecting a contention that the benefits 
derived are not taxable by reason of the provisions of Section 22(b) 
(11) of the 1939 Code. (The provisions of Section 109 of the 1954 
Code are substantially identical.) This section excludes from a les- 
sor’s income the value of any improvements made by the lessee on 
the leased property, except to the extent that the making of the im- 
provements constitutes, or is in lieu of, rent.’ 


Notwithstanding the provisions of this section, the court in the 
Jaeger case found taxable income stemming from the stockholder-cor- 
poration relationship. In arriving at this conclusion, the court took 


*M. E. Blatt Company v. U. S., 38-2 ustc 9599, 305 U. S. 267. 
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into account the extent of control 
exercised by the stockholder as well 
as these other factors: 


(1) Prior improvements on _ the 
same property under the terms of the 
same leasing arrangement had been 
made by the stockholder. 


(2) The corporation had never de- 
clared a cash dividend in the history 
of its existence. 

(3) The improvements involved 
were initially charged to the stock- 
holder’s personal account. Subse- 
quent corporate minutes indicated 
that the corporation assumed these 
obligations at least in respect to one 
year involved. 

(4) The stockholder made substan- 
tial commitments for improvements 
in his own behalf. 

(5) The corporation had only a 
year-to-year lease, cancellable on 30 
days’ notice prior to the end of each 
year. 

(6) The payment of corporate divi- 
dends was withheld because of the 
building improvement program. 


(7) The evidence indicated that one 
of the primary purposes of the cor- 
poration’s assuming the obligations 
for improvements was the avoidance 
of possible unreasonable surplus ac- 
cumulation difficulties. 

(8) The amount of the improve- 
ments involved was substantial. 


It is virtually impossible to deter- 
mine which of these factors are more 
significant than others, but it does 
appear that number 7 is of unusual 
importance. The court did not find, 
for years other than 1947, a conscious 
intent to pay a dividend, but rather a 
purpose to reduce surplus to the ex- 
tent that the excess surplus accumu- 
lation pitfalls may be avoided, and to 
do so without tax consequences to 
the stockholders. Such a payment, it 


* Lowis H. Zipp, CCH Dec. 22,358, 28 TC 
314, aff'd, 58-2 ustc J 9546, 259 F. 2d 119; 
Wall v. U. S., 47-2 ustc J 9395, 164 F. 2d 462; 
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seems, would be in the nature of a 
dividend. 


The one difficult question in cases 
of this kind seems to be whether to 
apply the, lessor-lessee rules or to 
look primarily to the stockholder-cor- 
poration relationship. The economic 
benefit theory of dividend income? 
clearly covers this type of case, and 
the question may not have been a 
close one had it not been for the 
lessor-lessee relationship existing con- 
currently with the stockholder-cor- 
poration one. It is submitted that not 
in every case of a corporation’s im- 
provement of property leased to it 
by a stockholder will dividend income 
result, but only in such cases where 
the amounts expended have the essen- 
tial attributes of a dividend. 


Some of the questions you may 
wish to ask yourself in determining 
whether improvements made to a 
stockholder’s property may be held a 
dividend are: 


(1) What are the corporation’s ac- 
cumulated earnings, and what has 
been its dividend policy ? 

(2) To what extent does this par- 
ticular stockholder exert practical 
control over the corporation? 


(3) What is the term of the lease 
between the stockholder and the cor- 
poration, and what are its terms in 
respect to improvements and repairs? 

(4) To what extent would an unre- 
lated lessee reasonably improve the 
property in a similar lease situation? 

(5) Is there any evidence that the 
improvements are in substitution for 
or in lieu of dividend payments? 

(6) Is there any evidence of tax 
avoidance motives? 

The extent of control the stock- 
holder exerts over the corporation, 





Ferro v. Commissioner, 57-1 ustc J 9498, 242 
F. 2d 838. 
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We have reached the point in this 
Government where we . . . have 
almost lost control of our spending. 
—Representative Prince H. Preston. 


and the corporation’s accumulated 
earnings and dividend policy are fac- 
tors over which you will have little 
control, but they must be taken into 
account in determining your built-in 
exposure to the application of the 
Jaeger decision. Then you should be 
certain, if the improvements are to 
be substantial, that the corporation 
has a long-term lease requiring it to 
make the improvements. The corpo- 
ration should not attempt improve- 
ments except to the extent that 
prudent business judgment would 
justify them consistent with a leasing 
arrangement if the lessor be an out- 
sider. It must not appear that tax 
avoidance is a motive or that the 
improvements are being made in lieu 
of dividends. 


To what extent a court may be con- 
vinced of the bona fides of the trans- 
action where the amount expended 
for the improvements is consistent 
with the remaining term of the lease 
is highly problematical. If the stock- 
holder controls the corporation, the 
lease arrangement, as a practical mat- 
ter, may be canceled at any time. 
But, at least, a long-term lease would 
add color to a contention that the 
improvements did not possess the 
substantial attributes of a dividend. 


The appearance of tax avoidance 
motives will weigh heavily on the 
dividend side of the question and may 
in many cases be determinative. The 
substance of the transaction, the 
courts would say, is that of a dividend 
payment, even though in form it was 
that of an improvement to leased 
property. In the Jaeger case the court 
found that the stockholder was at- 
tempting to avoid excess surplus 
accumulation complications by drain- 
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ing the corporation of its excess liquid 
assets, and at the same time avoiding 
a personal dividend tax. 


The Jaeger decision should be taken 
into account wherever a corporation 
plans improvements on land leased 
from a stockholder. It seems soundly 
founded and will likely be followed 
in similar cases, though it is the first 
to determine a square conflict between 
Section 22(b)(11) (or Section 109 of 
the 1954 Code) and the economic 
benefit theory as applied in stock- 
holder-corporation cases. The bona 
fides of the lease arrangement and the 
circumstances surrounding the making 
of the improvements will, in general, 
be determining, and it does not appear 
that in every case the value of the 
improvements made will be taxed to 
the stockholder. A long-term lease 
coupled with a sound dividend policy, 
and the absence of circumstances 
indicating tax avoidance motives or of 
a purpose to assume obligation the 
stockholder has personally incurred, 
should serve to reduce the stockhold- 
ers’ exposure to the result of the 
Jaeger case. 


The place of the Jaeger decision in 
the law is clarified when the result 
of a corporate liquidation shortly 
after the improvements are made is 
considered. Absent the reasoning ex- 
pressed in Jaeger, the improved prop- 
erty would pass without tax consequence 
to the stockholder-lessor pursuant to 
the present provisions of Section 109 
of the Code, and the capital gain tax 
payable on the liquidation could be 
defeated. As an observation, it may 
be said that this hardly was the in- 
tent of Congress in enacting Section 
109 and that the Jaeger decision will 
become a permanent part of the law. 
Prudence would dictate proceeding 
with caution in any case where a 
corporation plans to improve property 
leased to it by a stockholder. 


[The End] 
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SALE OF A DECEASED PARTNER'S INTEREST 


—Continued from page 688 


partnership election is in_ effect. 
They rely on the reference in the 
regulations dealing with Step (5), 
above, to basis determined under 
“section 732 (including subsection (d) 
thereof).” ** Section 732(d) does per- 
mit an independent election to adjust 
inside basis, but by its own language 
it is limited to distributions and does 
not extend to deaths or transfers. The 
intent of the regulations appears to 
permit the independent adjustment, 
although it is not free from ambigu- 
ity.** The regulations could be more 
explicit on the point, and even then 
might be beyond the scope of their 
authority. Therefore, I hesitate to 
rely on a Section 732(d) election with- 
out a ruling as to its availability.** 


Proposed Legislation; Conclusion 


Although the problem discussed 
here is soluble in present law, pro- 
posed legislation would ease this, 
along with other partnership perplex- 
ities. A bill, H. R. 4460, referred to 
the Ways and Means Committee in 
February, 1959, is based on the pene- 
trating recommendations of the Ad- 
visory Group on Subchapter K. The 
bill provides that no ordinary income 
can arise from the sale of a partner- 
ship interest unless there is a gain on 
the total transaction.*®> Hence, an in- 


terest sold for fair market value equal 
to its death basis would generate no 
ordinary income regardless of the 
presence of 751 property. The bill also 
affords an explicit inside adjustment 
to one who sells a partnership inter- 
est within two years after acquiring 
it." Thus, a decedent’s successor 
could make the inside adjustment 
whether or not the surviving partners 
desired to exercise the election. 
These changes would be most wel- 
come, as would all simplifications of 
the hypergeometric partnership rules. 


One can no longer hope for un- 
swerving adherence to either the en- 
tity or the aggregate concept of 
partnership. Neither is wholly ade- 
quate to deal with the hybrid actuality. 
Here is a case in point. Inside basis 
and outside basis are consequences of 
the entity theory: Partnership prop- 
erty is distinct from an interest in the 
partnership. Exploited fully, this 
theory would facilitate conversion of 
ordinary income to capital gain. The 
collapsible provisions of Section 751, 
derived from the aggregate theory, 
are designed to prevent such manipu- 
lation. In so doing, they spin inside 
through outside in a weird web likely 
to snare any partner’s widow or estate. 
Awareness and alertness are, as al- 
ways, the best protection. [The End] 





* Regs. Sec. 1.751-1(a)(2). 

* The reference could pertain to property 
which has been actually distributed and 
thereby affected outside basis or inside 
basis of other property. This election has 
no effect on any other partners and may 
be more appealing for this reason. 

* No published rulings have been issued, 
and I am advised that there have been no 
private ones either. Nothing has been found 
in the legislative history to indicate that 
Sec. 732(d) is available to a nondistributee 
partner. 

*H. R. 4460, 86th Cong., Ist Sess. (1959), 
proposed Code Sec. 749(a) House Ways 
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and Means Advisory Committee on Sub- 
chapter K, Revised Report on Partners and 
Partnerships (1957), pp. 38 and 43 and pro- 
posed Sec. 751(a). 

* Proposed Code Sec. 785. House Ways 
and Means Advisory Committee on Sub- 
chapter K, Revised Report on Partners and 
Partnerships (1957), pp. 39, 42 and 43, and 
proposed Sec. 751(d). Compare the Sec. 
732(d) election discussed in the text at foot- 
notes 21-24. The proposal of Sec. 785 may 
be argued as confirmation of doubts whether 
Sec. 732(d) is now available to the seller 
of a partnership interest. 
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By DON M. SOULE 


To avoid the inequities and eliminate the problems of administration 

and compliance of the ‘‘partnership"’ method of integrating corporate and 
individual income taxes, this article proposes that corporate 

net income be taxed solely on retained earnings at the corporate level 

at a rate equal to the weighted average of 

stockholders’ marginal rates under the individual income tax. 


— EWED INTEREST has been shown recently in the “partner- 
ship” method of integrating the corporate with the individual 
income tax.’ By taxing each common stockholder on his imputed 
share of retained corporate earnings, income earned through the 
corporate form of business would be taxed equally with income earned 
from other sources. Most complaints of inequity in corporate income 
taxation would thereby be eliminated. However, the partnership plan 
is generally regarded as unworkable because of serious complications 
of administration and compliance that would be encountered.? 


The purpose of this paper is to outline a method of taxing cor- 
porate net income which would achieve essentially the same distribu- 
tion of tax burden as the partnership plan while greatly reducing the 
problems of administration and compliance. There is some justification 
for levying a greater tax burden on corporations than on unincorpo- 
rated businesses.* However, it would not seem unreasonable to expect 





*Holmes, “Our Federal Income Tax System—Where Do We Go From 
Here?” 11 National Tax Journal 56 (March, 1958). 

* Hartley L. Lutz, “A Comment on R. S. Holmes’ Article . . . ,’""11 National 
Tax Journal 185 (June, 1958); “Preliminary Report of the Committee on the 
Federal Corporate Net Income Tax,” National Tax Association, Proceedings 
(1949), pp. 452-454; Richard Goode, The Corporation Income Tax (New York, 
John Wiley and Sons, 1951), pp. 184-190; John F. Due, Government Finance 
(Homewood, Richard D. Irwin, 1954), pp. 247-248. 

*The arguments most often offered in support of extra taxation of corpora- 
tions concern special benefits, monopoly profits and concentration of business. 
Counterarguments usually point out that (1) the advantages of incorporation are 

(Continued on following page) 
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The author is now an assistant professor 
in the Bureau of Business Research at the 
University of Kentucky. He formerly 

was an assistant professor of economics 
at the University of !!linois. 


that the partnership plan would be 
considered seriously for adoption if 
its administrative complications could 
be overcome. No claim is made that 
the proposed modification of the part- 
nership plan would accomplish exactly 
the same results in terms of burden 
distribution or overcome all of the 
difficulties of the regular partnership 
plan. It is believed, however, that 
the proposed modification would be 
workable and would have results not 
significantly different from those of 
the regular partnership plan. 


Determining Appropriate 
Corporate Tax Rate 

A tax levied solely on retained 
earnings at the corporate level could 
approximate closely the burden dis- 
tribution of the partnership integra- 
tion plan if the rate of tax levied on 
each corporation were tailored to fit 
the “average” stockholder of each 
corporation. This rate could be com- 
puted by multiplying each common 
stockholder’s marginal rate under the 





(Footnote 3 continued) 
available to any business firm at nominal 
charge; (2) a tax on net income makes no 
charge for special benefits received by un- 
profitable businesses; (3) not all corpora- 
tions are monopolies; and (4) business 
concentration, if undesirable, might best be 
remedied by more discriminating methods. 
*To avoid divulging information which 
many stockholders might consider confiden- 
tial and to utilize efficient methods, the 
actual multiplication of stockholders’ mar- 
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individual income tax by the number 
of dollars of dividends received dur- 
ing the year.* Dividing the sum of 
these products by total dollars of 
dividends paid would give a weighted 
average of marginal individual income 
tax rates. Retained corporate earnings 
could then be taxed at the corporate 
level at the rate of tax appropriate 
for each corporation with the result 
that retained earnings would be taxed 
in essentially the same way as if they 
were distributed or imputed to stock- 
holders and taxed under the individual 
income tax. Before considering the 
complications and possible objections 
which might arise in implementing 
this proposal, its superiority over the 
regular partnership plan of imputing 
retained earnings to stockholders will 
be described. 

The more serious criticisms of the 
partnership approach to integration 
arise from its taxation of retained 
earnings at the individual level as 
imputed income of stockholders. These 


problems would be avoided in the 





ginal rates of tax by dollars of dividends 
received could be performed on punch cards 
by the Internal Revenue Service. The cor- 
poration could prepare a punch card for 
each stockholder, indicating number of dol- 
lars of dividends paid. The Service could 
supply the stockholders’ marginal rates of 
tax, perform the necessary computations 
by machine, and inform the corporation of 
its rate of tax on retained earnings. It 
would not be unreasonable to bill corpora- 
tions for the costs incurred. 
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proposed modification by taxing re- 
tained earnings at the corporate level. 
Specifically, it would not be necessary 
to determine stockholder shares of 
retained earnings; the rate of tax on 
retained earnings would be tailored 
on the basis of actual dividends paid 
to common stockholders. Likewise, 
complications arising out of changes 
in ownership and receipt of dividends 
by different stockholders during the 
various quarters of the year would 
be avoided by not determining stock- 
holders’ shares in retained earnings. 
There would be no possibility that 
stockholders would be required to 
pay tax on imputed shares of retained 
earnings in a year when they received 
no dividends with which to pay the 
additional tax. Furthermore, recom- 
putation of corporate net income (by 
carry-back of losses, administrative or 
court rulings on tax laws, errors of 
computation, and the like) would not 
require recomputation of the indi- 
vidual tax returns of numerous stock- 


holders.’ 


i] 


Complications 
and Possible Criticism 

Several difficulties associated with 
the partnership approach to integra- 
tion would not be avoided by the pro- 
posed modification, but they would 
not be serious difficulties. The cost 
and complication of computing the 
marginal rate of individual income 
tax for the “average” stockholder 
might be great in those corporations 
with large numbers of stockholders. 
However, merely to keep track of the 
names and addresses of stockholders 
on dividend payable dates and make 
out dividend checks must be a siz- 
able task in those corporations. If 
that task can be performed as fre- 
quently as four times each year, the 





*On the other hand, recomputation of 
individual income tax by stockholders would, 
in most cases, have an insignificant effect 
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cost of computing the marginal rate 
of tax of the average stockholder 
would not be prohibitive. Also, divi- 
dends paid out of earnings retained 
in a previous year would suffer un- 
justifiable double taxation unless ex- 
empt from the individual income tax. 
In addition, both versions of the part- 
nership method of taxing retained 
earnings would ignore preferred stock- 
holders. Although failure to impute 
part of retained earnings to preferred 
stockholders might be considered a 
serious omission in the regular part- 
nership method, it is doubtful that 
the marginal rate of tax of the aver- 
age stockholder would be significantly 
different in most cases if preferred 
stockholders were either included or 
excluded in computing the average. 
Much the same is true of owners of 
stock between dividend payable dates 
who receive no dividends but never- 
theless receive some benefits when 
corporate earnings exceed dividends. 
Taxing retained earnings at the cor- 
porate level would have the advantage 
of averaging out the many inequities 
which might occur in taxing stock- 
holders on their imputed shares of 
retained earnings. 

Although the serious administrative 
problems which would be encountered 
in the regular partnership method of 
integration could be avoided by tax- 
ing retained earnings at the corporate 
level, additional difficulties would arise 
in computing the marginal rate of tax 
of the average stockholder. 
mining the appropriate rate of tax 
on earnings retained out of 1959 in- 
stockholders’ 
income received during 1959 might 
delay computation of the corporate 
tax rate until mid-1960. This undesir- 
able delay could be avoided if stock- 
holders’ incomes for 1958 were used 


Deter- 


come on the basis of 


on the tax rate computed for the corpora- 
tion and, therefore, could be ignored 
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to determine the corporation’s rate of 
tax on earnings retained in 1959. This 
would definitely constitute inaccuracy 
in computing the appropriate rate of 
tax on retained earnings. However, 
the degree of inaccuracy probably 
would not be great in most cases. 
Furthermore, this inaccuracy could 
be overcome if the corporation’s tax 
rate computed in 1959 on stockholders’ 
incomes of 1958 were regarded as a 
tentative rate to be corrected the fol- 
lowing year. That is, the 1959 cor- 
porate tax liability could be determined 
tentatively on the basis of stockhold- 
ers’ incomes in 1958. In the following 
year, however, the tentative rate of 
tax for 1960 based on stockholders’ 
incomes of 1959 could be used to re- 
compute the 1959 corporate tax. This 
recomputation would be simple, re- 
quiring only a single multiplication, 
and the amount of change would be 
small in most cases.® 


Another inaccuracy might arise in 
computing the marginal rate of tax 


of the average stockholder because 
the location of the margin is subject 
to change. For example, the marginal 
rate of individual income tax of a 
particular stockholder might be in- 
creased if, as in the regular partner- 
ship plan, his imputed share of retained 
earnings were included in his total 
“net income (from all sources). Con- 
sequently, the marginal rates used in 
computing the appropriate rate of tax 
on retained earnings would be under- 





* Intercorporate dividends would not create 
serious difficulties. If Corporation A owned 
stock in Corporation B, dividends paid by 
B to A could be included in A’s income on 
the same basis as other income, The rate 
of tax appropriate for A’s retained earnings 
would be included in the computation of B’s 
appropriate rate. If it were desirable, a 
penalty tax might be levied against inter- 
corporate dividends and consolidated re- 
turns in lieu of the present practice of 
levying an extra 2 per cent rate on consoli- 
dated returns and of including intercorpo- 
rate dividends in taxable income at 115 per 
cent of value. 
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stated in many cases, and retained 
earnings would tend to be undertaxed. 
However, a counteracting overstate- 
ment of marginal rates would result 
because retained earnings would al- 
ways be considered as marginal income 
and be taxed at the average of marginal 
rates; for example, a person might 
receive dividends from ten different 
corporations and, if his imputed shares 
of retained earnings were included in 
his personal net income, not all of 
these dividends would be taxed as 
marginal dollars. The first five divi- 
dend checks might be taxed in the 
69 per cent bracket and the second 
group of five dividend checks in the 
72 per cent bracket. Although these 
two inaccuracies would have offset- 
ting effects in the aggregate, no claim 
is made that complete offsetting would 
result either in the aggregate or for any 
particular corporation. Inaccuracies 
in computing the appropriate rate of 
tax on retained earnings certainly 
could occur. However, the resulting 
inequities would be small in most 
cases." Moreover, they would be neg- 
ligible in comparison to the gross 
inequities which result from the pres- 
ent method of taxing all of corporate 
net income without regard to such 
relevant factors as payout ratios, tax- 
paying ability of stockholders and 
ratios of debt to total capitalization. 
Probably of greater importance are 
those criticisms of the partnership 
plan which arise from the “separate 





*The overstatement and understatement 
of stockholders’ marginal rates would likely 
average out in the case of widely held cor- 
porations. It might be advantageous for 
closely held corporations to exercise their 
option, provided under existing law, to use 
the regular partnership method of taxing 
retained earnings as imputed income to 
stockholders. Stockholders’ average rates 
would be an unsatisfactory substitute for 
marginal rates because retained earnings 
would be taxed at a lower rate than if they 
were distributed or imputed to stockholders 
and taxed under the individual income tax. 
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entity” theory of the corporation and 
from the possible effects which a re- 
tained-earnings tax might have on 
management decisions. 


Separate Entity 
or Complicated Partnership 

A difficult theoretical question raised 
in corporate income taxation is whether 
the corporation is merely a compli- 
cated partnership which ideally would 
be taxed as a partnership or whether 
the corporation is sufficiently different 
from a partnership to warrant special 
tax treatment. Most corporations are 
small both in size and in number of 
stockholders,’ and the interests of 
owners and managers are very similar 
if not identical. These corporations 
are essentially the same as partner- 
ships in most respects, and few objec- 
tions would be raised or problems 
encountered if they were taxed by 
either the regular or modified version 
of the partnership integration plan. 


However, in corporations with owner- 
ship widely distributed among a large 
number of stockholders, it is possible 
for the interests of management to 
become separated from those of own- 


ers. Although retention of earnings 
probably is in accordance with the 
wishes of stockholders in closely held 
corporations, it is a means by which 
the corporation with widely dispersed 
ownership may obtain a degree of 


* The common practice of financing a large 
part of expansion and modernization out of 
retained earnings is given recognition in the 
existing corporate income tax laws in at 
least two ways. The reduced rate of tax 
on the first $25,000 of corporate net income 
favors smaller corporations, which, in most 
cases, are especially dependent on retained 
earnings for new investment funds. In 
addition, the various liberalizations in de- 
preciation policy since the beginning of 
World War II have had the effect of ex- 
empting part of retained earnings from tax. 
This is especially true of accelerated depre- 
ciation. A more generous depreciation 
policy would seem to be a practical com- 
plement to the proposed modification of the 
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financial independence from its owners. 
Especially in larger corporations, it 
would be only a slight exaggeration 
to regard corporate profits (after tax) 
as containing two separate shares: 
dividends for stockholders, as owners, 
and retained earnings for the corpo- 
ration, as a separate entity. There 
seems to be little doubt that some 
basis exists for the claim that retained 
earnings do not “belong” to the 
stockholders and that corporations 
should not be taxed as if they were 
partnerships. 


Accepting the separate entity theory 
of the corporation raises the difficult 
question of how this separate entity 
should be taxed. A flat rate of tax 
on retained earnings would tax all 
dollars of retained earnings equally, 
but this would not help in determin- 
ing the proper tax rate to apply. 
Moreover, a flat rate of tax could be 
criticized as inequitable for ignoring 
such relevant differences between 
corporations as number of dollars of 
retained earnings, ratio of retained 
earnings to corporate size (for ex- 
ample, net investment), and ability 
to obtain growth funds from external 
sources.® It probably is impossible to 
determine the proper rate of tax to be 
levied on retained earnings either in 
the aggregate or for each corporation 
so long as the corporation is treated 
as a separate entity. On the other 








partnership integration plan. The close 
similarity between corporate and partner- 
ship income would be recognized by taxing 
most of retained earnings at a rate deter- 
mined on the basis of stockholders’ abilities 
to pay. At the same time, the tendency for 
retained earnings to be considered income 
of the corporation rather than of its stock- 
holders and to be used for expansion and 
modernization would be recognized by ex- 
empting part of retained earnings from tax. 
By operating through the depreciation al- 
lowance, differences in size of investment 
would be taken into account. As noted 
above, partial exemption of retained earn- 
ings would not be out of line with recent 
practice. 
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No citizen ever receives something for 
nothing from Government. If he 
personally does not contribute 

taxes, the very least he surrenders 
when Federal spending and 

Federal authority are increased 

is a degree of freedom. 
—Representative Edward J. Derwinski 
of Illinois, in the House of 
Representatives, June 19, 1959. 


hand, it is inaccurate to assume that 
the corporation is merely a compli- 
cated partnership, especially in the 
case of corporations with widely dis- 
persed ownership. However, some 
sacrifice of accuracy might be justifi- 
able if the result were to obtain a 
definite basis on which to tax retained 
earnings. By taxing retained earnings 
at the corporate level on the basis of 
stockholders’ incomes, a rational dis- 
tinction would be made Between dif- 
ferent corporations while not taxing 
stockholders on income which they 
do not receive and to which, in many 
cases, they have no effective claim. 

Although taxing retained earnings 
at the corporate level in accordance 
with stockholders’ incomes would re- 
move most of the inequities of cor- 
porate income taxation, several adverse 
effects might be introduced. For ex- 
ample, managers might be encouraged 
to pay more of corporate income in 
dividends than would be advisable on 
the basis of purely business consid- 
erations. However, this effect would 
not be avoided completely by taxing 
retained earnings at the stockholder 
level instead of the corporate level. 
The individual income tax on imputed 
shares of retained earnings, under the 


*This is true also of other integration 
plans which would levy a tax at the corpo- 


rate level. See Richard Goode, The Post- 
war Corporation Tax Structure (Washington, 
United States Treasury Department, 1947), 
pp. 1-4, 23-40. 

It could be argued, in addition, that dif- 
ferences in rate of tax on retained earn- 
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regular partnership plan, would reduce 
dividends net of tax, and stockholders 
would likely exert pressure for in- 
creased dividends. The present tax 
on corporate income, on the other 
hand, disregards payout ratios and, 
therefore, has little if any influence 
on management decisions to retain 
or distribute income. This might be 
a virtue of the present tax in terms 
of economic effects, but failure to 
take account of differences in payout 
ratios is generally considered to be a 
major defect in terms of equity. 


The proposed modification of the 
partnership integration plan might 
also have adverse effects because it 
could levy different rates of tax on 
the retained earnings of competing 
corporations. The regular partnership 
plan would be superior in this respect 
because it would levy a tax only at 
the stockholder level and would re- 
duce retained earnings only to the 
extent that increased payment of 
dividends would be encouraged. How- 
ever, the proposed modification of the 
partnership plan would not be un- 
favorable compared to those methods 
of taxing corporate income which are 
considered workable on administra- 
tive and compliance grounds; for ex- 
ample, the present corporate income 
tax levies different rates of tax on 
competing corporations by ignoring 
payout ratios.® The effective rate of 
tax on retained earnings would be 
shown to vary between corporations 
with different payout ratios if the 
number of dollars of tax under the 
present system were expressed as a 
percentage of retained earnings. These 


(Continued on page 756) 





ings, if levied at the corporate level, would 
be an unconstitutional lack of uniformity. 
However, the same objection could be raised 
to the present corporate income tax, Fur- 
thermore, the regular partnership plan might 
incur an objection on constitutional grounds 
because it would levy a tax on stockholders 
for income they do not receive. 
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Four Myths of Life Insurance 


By JACOB GOLDBERG 


Refuting claims that one can purchase ‘‘inexpensive insurance" 

by converting nondeductible premiums into tax-deductible interest, 
Mr. Goldberg analyzes what he calls the ‘‘myths and misconceptions” 
prevalent in the field. The author is a Chicago CPA. 


IFE INSURANCE is a valuable asset. The proceeds of a life 

insurance policy provide, in many cases, a financial bridge, without 

the support of which the family or the business of the deceased might 
be in most serious straits. 


It is important, then, that there be a minimum of illusion and a 
maximum of clarity in the mind of the purchaser of this valuable 
commodity. The accountant, or lawyer, in his fiduciary relationship 
with the client, is often asked to analyze insurance plans and to give 
his opinion and counsel respecting their worth, It is most desirable 
that he be aware of, and sensitive to, the semantic malcommunication 
which too often surrounds the field of life insurance. 

In recent years, plans have been put forth which purport to get 
for the insured “inexpensive insurance” by means of financial maneu- 
vering, described in many cases as “converting nondeductible premi- 
ums into deductible interest.” In order to analyze a life insurance 
policy and to compute its cost properly, it is well to scrutinize the 
myths and misconceptions which are all too prevalent in this field. 

This article proposes to discuss four such misconceptions in the 
hope of stimulating further discussion of them among both the pur- 
veyors of life insurance and its buyers. These are as follows: 


(1) Life insurance is a form of compulsory savings. 

(2) The cost of life insurance is equal to the net premium outlay 
minus the cash value. 

(3) Life insurance costs less if purchased when the insured is 
young. 

(4) The cost of life insurance can be reduced by financing (that is, 
borrowing) the amount necessary to pay the premium. 


Myth 1 

Life insurance is a form of compulsory saving.—Fhis particular 
myth is developed as follows: The average mah (by the wayY his 
existence may seem mythical to you if you have ever tried to find one , 
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—but this is a myth of a different 
order) cannot save money unless he 
has to; that is, he really can save, but 
if left to his own resources, he prob- 
ably will not save. If he has money in 
the bank and wants a new car or a 
diamond ring for his wife, he will lack 
the will power to forego present en- 
joyment in favor of building a reserve 
fund for future use. Thus, he runs the 
risk of meeting his future financially 
unprepared. 


At this point, life insurance enters 
the picture with a semicompulsory 
feature which makes one save a pre- 
determined amount by seeing to it 
that he is billed regularly. Now, we 
will all agree that there is nothing 
really compulsory about paying a life 
insurance premium since, if one does 
not wish to pay it, no one can force 
him to do so. However, the psycho- 
logical pressure exerted by the receipt 
of a bill which one has obligated him- 
self to pay is strong; there is less 
likelihood that a new car will be 
bought if the insurance payment has 
to be skipped in order to provide the 
necessary funds. 

Thus, saving via life insurance is 
balanced against saving on one’s own, 
and the former weighs down the lat- 
ter. The tacit assumption is that all 
other things are equal, that savings 
equal savings. 

What are the facts? If you save 
money in a box and get no return on 
it, or in postal savings and get 2 per 
cent, or in a savings bank and get 3 
per cent, the principal is always yours. 
If that rainy day comes, and you need 
the money, you simply draw it out 
and use it. You pay no one for the 
privilege. 

This is not true with your “com- 
pulsory savings” inside the insurance 
policy. If you draw on this money 
against the rainy day, you pay inter- 
est on your “compulsory savings.” The 
alternative to paying this interest is 
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to cancel the policy. This may impose 
a heavier penalty than you are willing 
to pay; so you pay interest on your 
“savings” (if you do not pay, the 
interest will be compounded). How- 
ever, this is not all. Should you die 
while the loan is unpaid, your bene- 
ficiary will find the proceeds of the 
policy reduced by the amount of your 
“savings” which you had borrowed. 


There is a sound actuarial reason 
for this procedure. This reason is 
that the “savings” are not savings at 
all in the ordinary sense. What the 
insured has done is to insure himself, 
wholly at his own risk, to the extent 
of his savings. Since the insurance 
contract provides for the payment to 
the beneficiary of the amount risked 
by the company plus the amount pro- 
vided by the insured himself, it fol- 
lows that the insurance company, 
having loaned out the self-insurance 
amount to the insured himself, will 
not pay this same amount again to 
his beneficiary. 


The tacit assumption referred to 
above, namely, savings equal savings, is 
not a valid one. The two kinds of 
savings are quite different from each 
other. An individual who feels that 
he is unable to save money without 
some form of compulsion may elect 
to buy a life insurance policy which 
will “compel” him to save. But if he 
remains unaware that his “savings” is 
really self-insurance and, thus, part of 
the total proceeds of the policy, and 
if he is unaware that increasing such 
“savings” will only in rare cases in- 
crease his estate, he remains the vic- 
tim of the myth of “compulsory 
savings.” 


Myth 2 

The cost of life insurance is equal 
to the premium outlay minus the cash 
value.—By “premium outlay” is meant 
the annual charge which the company 
makes for keeping the policy in force, 
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minus the refund, if any, allowed at 
the end of the year. (This refund is 
usually called a “dividend,” but the 
similarity between the _ return-on- 
investment dividend and this refund 
is nominal only.) Cash value means 
that amount of money which the com- 
pany guarantees to return to the 
policyholder when he cancels the pol- 
icy. This amount, with some small 
adjustment, is alternatively available 
as a loan to the policyholder. 


Hundreds of examples of the net- 
cost myth may be found in the Flit- 
craft Compend.’ Here is one of them 
(based on a one-year premium at age 


35 of $23.59) : 


(1) 
(2) 


Outlay for 20 premiums. $471.80 
Total dividends 87.14 


(3) Net payments 384.66 


19.23 
371.00 
15.00 


(4) 
(5) 
(6) 
(7) 


Average payments 
Cash value (20th year) 
Termination dividend 
Net cost 

(Lines 5 + 6 — 3) 

(8) Average cost 


1,.34* 
.07* 


* Return over cost. 


Aside from the manifest absurdity 
of pretending that an individual could 
have purchased insurance for 20 years 
at a cost of less than zero, the myth 
here lies again (no pun intended) in 
a tacit assumption. That assumption 
is that the policyholder lived for 20 
years, held the policy alive for that 
period of time and canceled the policy 
at the end of the twentieth year. To 
understand how “cost” changes if 
another assumption is made, let us 
examine the records of a policyholder 
who died at the end of the twentieth 
year. 


*A summary, issued annually, of the 
different kinds of policies issued by most 
insurance companies. 
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We find that the cost to the de- 
ceased policyholder was $18.48 per 
thousand per year by subtracting the 
termination dividend from the net 
payments and dividing by 20, as fol- 
lows: 


$384.66 
15.00 


Net payments .. 


Termination dividend .. 
Net cost 369.66 


Average cost 


18.48 


The difference between these two 
costs is the cash value. If the policy- 
holder lives and if he terminates the 
policy, then, and only then, ought he 
to offset the cash value against his 
net payments in computing what the 
policy cost. 


To conclude, cash value is not a 
reduction of the cost of insurance 
which has served its purpose. Rather 
(see Myth 1, above), it is part of the 
cost of obtaining the proceeds payable 
on death. 


Myth 3 

Life insurance costs less if pur- 
chased when the insured is young.— 
This myth dies hard because there 
exists an inadequate concept of what 
cost is, as shown above from a differ- 
ent approach. The kernel of this myth 
is that cost is equated with cash out- 
lay. Since an individual can buy life 
insurance at age 25 for about $20 per 
$1,000 coverage, but the same cover- 
age at age 45 would require a cash 
outlay of more than twice that amount, 
he concludes that his cost is lower if 
he buys at an earlier age. 

Not so. Cost does not exist in a 
vacuum. It is relative to the com- 
modity purchased. Costs are com- 








parable only when the commodities 
purchased are equal both in quality 
and in quantity. The insurance policy 
purchased at age 25 is equal in quality 
with the one purchased at age 50. 
That is, in each case, the beneficiary 
has the right to collect $1,000 upon 
the death of the insured. 


Is this the same as saying that the 
quantity of insurance in each policy 
is the same? It is not, because by the 
time the 25 year old policyholder has 
reached the age of 50, the cash value 
(or “compulsory saving” in Myth 1) 
is approximately $350. This means 
that only $650 is at risk by the com- 
pany in this policy. Thus, the com- 
pany can continue to charge the same 
premium at age 50 as it charged at 
age 25, since the quantity of insurance 
at risk has decreased during the inter- 
vening period. 


This is as it should be. The mor- 
tality table shows a death rate per 
thousand of 4.31 at the age of 25, and 
11.58 at the age of 50. The cost of 
$1,000 of life insurance at any age 
has to be proportionate to the mortal- 
ity rate at that age. This is a basic 
actuarial principle and cannot be 
avoided or evaded. 


What really happens when you buy 
insurance at, say, age 25, is that your 
annual premium is less than it would 
be one, ten or 20 years later. This is 
so because your life expectancy at age 
25 is longer than at 26, 36 or 46, and 
because the death rate is lower at age 
25 than at 26, 36 or 46. Thus, you 
have more time in which to build 
up a self-insurance fund, called “cash 
value.” As this cash value increases, 
the amount of company insurance on 
you decreases (the face value of the 
policy remains constant). The cost of 
this “company insurance” does not, and 
cannot, remain the same. This is shown 


by the fact that the same number of 
premium dollars buys a decreasing 
amount of “company insurance.” 


If, today, you buy three pounds of 
apples for 30¢ and consume two pounds 
of them, you are left with one pound. 
If, tomorrow, you buy two pounds 
of apples for 30¢, will you say that 
apples cost the same on both days 
simply because you spent the same 
amount of money each day and ended 
up with the same amount of apples 
that you bought the first day? 


Myth 4 

The cost of life insurance can be 
reduced by financing (that is, borrow- 
ing) the amount necessary to pay the 
premium.—This myth is of compara- 
tively recent vintage, having come to 
full bloom with the impact of high 
income taxes. 

Here is how tax 
describes this operation: 


one newsletter 


“Inexpensive coverage is what 
‘financed’ insurance offers to a middle 
or high-bracket taxpayer .... The 
key to the method is that instead of 
paying out premiums which are not 
deductible from taxes, you pay out 
interest on a loan, which is deducti- 
Ee 

Reproduced at the top of the 
facing page is a section of a table 
purporting to illustrate how inex- 
pensive “financed” life insurance is 
compared to term insurance. The 
table is entitled “Bank Loan Plan for 
Low Cost Life Insurance.” The 
amount and type of policy is $100,000, 
Paid-Up-at-65. The age of the insured 
is 35. The annual premium is $3,150, 
with dividends used to buy additional 
insurance. 

A few simple comparisons will suf- 
fice to prove that the “key” referred 
to above does not fit. 





*Research Institute Recommendations, 
Special Report, March 14, 1959. 
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Gross 








Insurance Cost of 
Includ- Equiva- 
ing Debt lent 
Ageuat Divi-  Loanto (Profit) Net Interest 5-Year 
Start dend Pay Net Total Above  Inter- After Tax by Renew- 
of Addi- Pre-  Insur- Cash Cash estat Tax Brackets able 
Year Year tions mium ance Value Value 5% 30%. 50% 70% Term 
1 35 $100,000 $3,150 $96,850 $1,100 $2,050 $158 $110 $79 $40 $717 
2 36 100,600 6,300 94,300 4,080 2,220 315 car S83 A 698 
Let us abstract from the table the Suppose an individual buys a 


following : 
Net Interest After 


Tax by Tax Cost of 
Interest Brackets Term In- 
Year at5% 30% 50% 70% surance 
1 $158 $110 $79 $40 $717 
2 315 221 158 79 698 


In the first year, the cost ($717) 
of the equivalent amount of term 
insurance exceeds the interest before 
tax-saving ($158) by $559. A tax- 
payer in the 30 per cent bracket de- 
rives an additional saving of $48, while 
the taxpayer in the 70 per cent bracket 
derives an additional saving of $118. 
Since 80 per cent to 90 per cent of the 
saving is attributable to something 
other than the income tax factor, it 
does not seem to make much sense 
to say that the “key” to the method 
lies in converting nondeductible pre- 
miums into deductible interest. 

If the bulk of the saving is not due 
to the income tax factor, what is it 
due to? Examination of the table shows 
that the premium ($3,150) is borrowed, 
and the loan is repayable out of the 
proceeds of the policy. For this rea- 
son, the loan is ignored as an element 
of cost and the policyholder is consid- 
ered to have purchased $96,850 of 
insurance at an interest cost (before 
tax-deduction) of $158. 

Judged on the basis of accounting 
principle, this is, of course, nonsense. 
But this nonsense is seriously put 
forth as “inexpensive insurance” ac- 
quired by financing the premium. 

The logical absurdity in the table 
cited above may, perhaps, be pointed 
up by the following illustration. 


Life Insurance 


$100,000 life insurance policy, the 
premium for which is $3,150. But 
suppose that the contract provides 
that upon death of the insured, the 
beneficiary is to receive, not a check 
for $100,000, but a bar of gold weigh- 
ing 178.6 pounds. The policyholder 
then borrows $3,150 to pay the pre- 
mium, as in the table. 

If the policyholder dies within the 
first year, the bar of gold is paid to 
the beneficiary, with a lien of $3,150 
attaching to it. This lien must be paid. 
Is it reasonable to say that the cost of 
the gold bar is lower than $3,150 if 
the beneficiary chips off .6 of a pound 
to repay the loan? 

One might ask, in general, why the 
cost of any commodity purchased with 
borrowed money is greater than the 
cost of that same commodity pur- 
chased for cash, while, if the com- 
modity is life insurance, the reverse 
thesis is offered for consumption. It 
is Shown by the table cited above that 
the answer does not reside in the in- 
come tax factor. Rather, it lies in the 
tacit assumption that if a loan does 
not have to be repaid except out of the 
proceeds of the insurance policy, it is 
not “out-of-pocket” and, therefore, 
not a cost. This is a myth. 


Summary 

In summary, then: 

(1) Compulsory savings is really 
compulsory self-insurance. If an in- 
dividual wishes, and is able, to assume 
the risk of insuring himself, he should 
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do so. But it is inaccurate to confuse 
this operation with savings. 

(2) The cost of a life insurance 
policy which matures because of the 
death of the insured is not affected by 
the cash value of the policy at any 


ity rate, and the mortality rate in- 
creases as age increases. 


(4) Borrowing to pay the premium 
on a life insurance policy adds inter- 
est on the loan to the cost of the 
policy. The cost can be made to seem 



























date. The proceeds will be the same 
irrespective of the size of the cash 
value. 

(3) The cost of life insurance must 
increase as the insured grows older 
because cost is relative to the mortal- 


lower by treating the repayment of 
the loan as a credit to the premium. 
This is incorrect in principle, as the 
repayment of a loan has the effect of 
reducing an outstanding liability with- 
out affecting net worth. [The End] 
MORE BOOKKEEPING FOR INSURANCE COMPANIES 


The recently enacted Life Insurance Company Income 
Tax Act of 1959 is expected to produce about 60 per cent 
more revenue than did the old stopgap legislation. It will 
also considerably increase the bookkeeping work of the com- 
panies. For example, the tax on the investment income must 
be figured excluding the portion of the income necessary to 
maintain policyholder reserves, excluding that portion from 
tax exempt securities and excluding certain investment expenses. 

Not all companies have been recording the changes as 
they occurred. In figuring their gains or losses on invest- 
ments, they will have to know the mean market value at the 
end of the year, the basis (original cost) and the adjusted 
basis (an adjustment of the original cost on the basis of com- 
missions paid, any transfer taxes paid and the new bases of 
the securities— brought about by such things as _ splits, 
exchanges, rights, and the like). 

Section 804(c)(1) of the act reads in part as follows: 

"s If any general expenses are in part assigned to 
or included in the investment expenses, the total deduction 
under this paragraph shall not exceed the sum of— 

“(A) one-fourth of one percent of the mean of the 
assets (as defined in section 805(b)(4)) held at the beginning 
and end of the taxable year 4 


Section 805(b) (4) states: 
“(4). 


attributable to— 


For*purposes of this paragraph, the amount 


“(A) real property and stock shall be the fair market 
value thereof, and 

“(B) any other asset shall be the adjusted basis (deter- 
mined without regard to fair market value on December 31, 
1958) of such asset for purposes of determining gain on sale 
or other disposition.” 
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TAX PROBLEMS IN 


Acquiring the Remaining Interest 
in a Partially Owned Corporation 
By DAVID R. TILLINGHAST 


Nowhere is legislative tax relief more urgently needed than in the area 

of corporate acquisitions of partial subsidiaries, claims this article. Although 
economically identical, the various means of acquisition have differing 

technical distinctions which vary their tax impact. Second-best routes, 

for nontax objectives, must be used to get the best tax result and the correct 
alternative must be carefully chosen. The author is an associate 

of the New York City law firm of Hughes, Hubbard, Blair & Reed. 


OR ANY ONE of a dozen reasons, a corporation may own a 

substantial part of another corporation’s stock, but less than the 
80 per cent which the federal tax laws define as “control.” For ex- 
ample, expansion-minded corporations frequently stretch their avail- 
able investment capital by “pyramiding,” buying only enough of 
another corporation’s stock to acquire working control—and that 
may mean less than 50 per cent. Another corporation may buy stock 
in a fledgling enterprise in order to help create a new market for its 
products or to assure itself of a new source of supply. In still other 
situations, two or more corporations may put a joint venture into 
effect by splitting the stock in a new corporation. 

In any one of these situations, there is a fair expectation that 
some time later the “parent” corporation (or one of them, if there are 
several) will want to absorb the “partial subsidiary”; for instance, 
the pyramid builder may find his control threatened just when the 
controlled corporation looks most promising. The fledgling operation 
may have mushroomed to the point where it cannot expand further 
without the extensive capital resources of its natural parent and 
integration with the dominant corporation’s business may then offer 
attractive operating economies. On the other hand, the partial sub- 
sidiary may be in financial trouble, and the parent may wish to salvage 
the raw materials or distributing organization which the affiliate pos- 
sesses. A joint venture may have proved successful only in areas of 
particular interest to one of the participants. The logical result in any 
one of these situations is the attempt by the parent corporation to buy 
out the interests of the other stockholders. 

In some respects, the problems of acquiring the other outstand- 
ing interests in a partial subsidiary resemble the problems in any 
corporate acquisition. In other respects, they are definitely, some- 
times crucially, different. 
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If the potential sellers are not 
averse to recognizing taxable capital 
gain on the sale of their interests (and 
they would hardly object to recog- 
nizing a loss), a simple cash purchase 
of stock may be arranged. This is 
not to say that such a transaction 
would be ideal in the circumstances. 
To begin with, the purchasing corpo- 
ration must find the requisite cash, 
and this can be a serious limitation 
where the size of the proposed pur- 
chase is substantial. Moreover, if the 
selling stockholders must recognize 
gain on the sale, the negotiated pur- 
chase price will be adjusted upward 
to reflect that fact. In the normal 
cash-for-stock acquisition, the pur- 
chasing corporation can offset this 
higher cost by liquidating the acquired 
corporation within two years of the 
stock acquisition and taking the 
stepped-up basis provided for under 
Section 334(b)(2) of the Code, This 
higher basis is not available, how- 
ever, where the acquiring corporation 
had previously owned more than 20 
per cent of the acquired corporation’s 
stock since Section 334(b)(2)(B) re- 
quires purchase of 80 per cent of the 
stock outstanding within a 12-month. 
period. A cash purchase of the re- 
maining stock in a partial subsidiary, 
therefore, may well involve a higher 





* Section 334(b)(2)(B) provides that the 
stepped-up basis applies only if “stock of 
the distributing corporation possessing at 
least 80 percent of the total combined vot- 
ing power of all classes of stock entitled 
to vote, and at least 80 percent of the total 
number of shares of all other classes of 
stock (except nonvoting stock which is 
limited and preferred as to dividends), was 
acquired by purchase during 
a period of not more than 12 months.” 

* Where the partial subsidiary has not 
been successful, the purchase price may be 
less than the corresponding book value of 
the subsidiary’s assets. In this case, it may 
be advantageous for the parent to purchase 
stock for cash-and then liquidate the sub- 
sidiary, taking the assets onto its books 
at the same value as they had on the sub- 
sidiary’s books. This would be the result 
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price without the corresponding bene- 
fit of a higher basis for depreciable 
assets or assets which may be sold 
at some future time.’ 


A purchase of assets for cash is 
hardly more promising. Much more 
cash may be required, because the 
parent must not only buy out the out- 
side interests but also “buy” the 
interest represented by the stock it 
already owns. Presumably, the par- 
ent will acquire a higher basis for 
the assets; but it must recognize gain 
on the shares already owned when 
the cash is distributed in the ensuing 
liquidation of the selling subsidiary.® 


For this reason, the acquiring corpo- 
ration, as well as the selling stockhold- 
ers, may have a particular incentive 
in this situation to look for a tax-free 
transaction. A study of the reorgani- 
zation provisions, however, indicates 
that technical requirements may seri- 
ously hamper efforts to find a suitable 
reorganization plan. 

Surely, one would think, a statu- 
tory merger could be accomplished 
tax-free. This may be the practical 
fact, but the case law is distinctly 
unfavorable. Years ago, the Com- 
missioner persuaded the Board of 
Tax Appeals that the merger of a 
wholly owned subsidiary into its 


under Sec. 334(b)(1) where the special rule 
of Sec. 334(b) (2) does not apply. 

*This transaction might be advantageous 
if the purchase price would show the parent 
a potential loss on its stock in the partial 
subsidiary and if the parent will benefit 
more from recognizing that loss than it will 
lose by taking a low cost basis for the 
depreciable assets it buys. 

In any event, it is assumed that the par- 
tial subsidiary would immediately be liqui- 
dated. Some of the tax consequences could 
be altered by allowing it to remain in exist- 
ence, but this would tie up unnecessarily 
that portion of the parent’s cash which is 
attributable to the stock it owns in the 
subsidiary. And if the selling stockholders 
sell for cash, they will probably want to 
invest it elsewhere; the parting of the ways 
will have been decreed by this time. 
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parent was a taxable liquidation pro- 
ducing a recognized gain. The Board, 
in this Gutbro Holding case,‘ found 
that the parties had effected a statu- 
tory merger and, hence, a “reorgani- 
zation” as defined in Section 112(g) 
(1) of the then Code.’ But it held 
that the transaction did not fall within 
the nonrecognition provisions. The 
merger agreement, essentially, vested 
all of the subsidiary’s assets in the 
parent, in return for the cancellation 
of all of the subsidiary’s outstanding 
stock.* Section 112(b)(3) could not 
apply, the Board held, since the par- 
ent did not exchange stock for stock. 
Nor could Section 112(b)(4) apply, 
because it required the exchange of 
assets of one corporation for stock 
of another corporation, and here the 
subsidiary traded its assets for its 
own stock. 
for this conclusion came 
from the Ninth Circuit. In the Starr 
Piano case,” that court cited the 
Board’s decision,® adopted its reason- 
ing and matched its result. 
Meanwhile, although the Ninth Cir- 
cuit was unaware of the fact (or 
ignored it), the Second Circuit had 
reversed in the Gutbro Holding case.° 
The opinion of the court of appeals 
may have done the angels’ work, but 
it hardly met ail of the issues pre- 
sented. Despite the parties’ own earlier 
characterization of the transaction,?°® 
the court determined that the sub- 
sidiary had not been merged into 


Support 


its parent, but that both had been 
consolidated into a new corporation, 
which was a different entity. Stock 
in the parent had “become” stock 
in the new, consolidated corporation, 
and this transformation was in prac- 
tical effect the same as an exchange 
of new stock in the consolidated cor- 
poration for old stock of the parent 
corporation. Therefore, there was a 
stock-for-stock exchange, tax-free un- 
der Section 112(b)(3). 


This rationale would have been 
impregnable, perhaps, if the taxpayer 
before the court had been a stock- 
holder of the parent corporation, and 
not the parent corporation in its ca- 
pacity as stockholder of its subsidi- 
ary."* It was the stockholders of the 
parent, and not the parent itself, who 
“exchanged” stock in the parent for 
stock in the “new,” consolidated cor- 
poration. The parent had surrendered 
stock in the subsidiary and, under 
the Second Circuit’s rationale, had 
received nothing in return, so it did 
not make an exchange of stock either 
for property or for other stock. Look- 
ing at it from the subsidiary’s point 
of view, it distributed property (to 
the new corporation) and took back 
stock (from the old parent); but this 
was not a transaction falling under 
Section 112(b)(4) because the stock 
the subsidiary received was its own, 
and not “stock or securities in an- 
other corporation.” The nonrecog- 
nition provisions, therefore, could not 





*Gutbro Holding Company, CCH Dec. 
12,591, 47 BTA 374 (1942), rev'd, 43-2 ustc 
{ 9581, 138 F. 2d 16 (CA-2). 

*The case involved the Revenue Act of 
1934. 

*The name of the parent was contempo- 
raneously changed, although the tax return 
filed by the surviving corporation indicated 
that the parties did not—prior to litigation 
—consider that a new entity was created. 
See 47 BTA 378. 

* Rogan v. Starr Piano Company, 44-1 ustc 
7 9126, 139 F. 2d 671 (CA-9, 1943), cert. 
den., 322 U. S. 728. 
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* 139 F. 2d 673, footnote 4. 

* Cited at footnote 4. 

” See footnote 6. 

"The Second Circuit considered the tax- 
payer before it to be the new entity, the 
consolidated corporation, and not the old 
parent. See 138 F. 2d 17. But since the 
reorganization agreement imposed on the 
consolidated corporation all liabilities of 
the former parent (138 F. 2d 19), the dis- 
tinction is immaterial for this purpose. 
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apply. Albeit the property was dis- 
tributed to a “new” corporation, it 
would have been a short step to con- 
sider this a liquidating distribution ; 
it had, after all, been made pursuant 
to a binding contract in which the 
parent corporation had agreed to such 
disposition. Judge Learned Hand, in 
his dissenting opinion, deemed that 
for one lightning instant the new, 
consolidated corporation had been the 
owner (though not the possessor) of 
the stock in the subsidiary, and thus 
the liquidating distribution was made 
to the sole stockholder of the subsidi- 
ary in return for surrender of the 
stock.’* This was the taxable “dispo- 
sition.” 


The advent of Section 112(b)(6),** 
and now Section 332 of the 1954 Code, 
has removed this problem where the 
parent owns at least 80 per cent of 
the subsidiary’s stock; a statutory 
merger will then constitute a tax-free 
liquidation.** Where less than 80 per 
cent of the stock is owned, however, 
the tax-free liquidation is not avail- 
able. Since the nonrecognition sec- 
tions of the reorganization provisions 
are substantially unchanged under the 
1954 Code, the ghost of this frag- 
mentary case law is free to roam. 
Although Gutbro and Starr Piano 
both involved wholly owned subsidi- 
aries, there is no reason why the ra- 
tionale of the Ninth Circuit and the 
Board of Tax Appeals could not be 
applied pro tanto to the lesser inter- 
est which a parent corporation owns 
in a partial subsidiary. To the ex- 
tent of this interest, the parent in a 


* 138 F. 2d 21. 

* Added by the Revenue Act of 1936. 

* Regs. Sec. 1.332-2(d) and (e). 

*See McDonald & Willard, “Tax Free 
Acquisitions and Distributions,” Proceedings 
of the New York University Fourteenth An- 
nual Institute on Federal Taxation (1956), 
pp. 859, 882. 

* Commissioner v. Estate of Webster, 42-2 
ustc J 9742, 131 F. 2d 426 (CA-5); Commis- 
sioner v. Estate of Gilmore, 42-2 ustc J 9648, 
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merger receives property in return for 
its surrendering stock in the subsidi- 
ary—the transaction which these cases 
held to be outside the nonrecognition 
sections. Since in any such case a 
“reorganization” would take place, 
and since the outside stockholders 
in the subsidiary corporation would 
exchange stock for stock pursuant 
thereto, the transaction should in any 
event be tax-free to them. But under 
the Starr Piano rationale, the parent 
would recognize gain to the extent 
of its previous stock interest. 


In practice, this may not be the 
case. It is believed that the Internal 
Revenue Service may consider such 
a merger to be tax-free,’ and it may 
well be possible to procure rulings 
to this effect. The divided case law 
suggests the particular necessity for 
doing so in this type of transaction. 


It should be noted that in any 
event a downstream merger of the 
parent into the partial subsidiary 
would probably qualify for tax-free 
treatment.’® Here, the parent would 
surrender its properties in return for 
the issuance of additional stock of 
the partial subsidiary to its stock- 
holders, thus bringing all parties with- 
in the nonrecognition provisions."" 


Even if a tax-free statutory merger 
is possible, however, it may not be 
especially desirable for nontax rea- 
sons. The objections are familiar and 
substantial. The parent, as well as 
the partial subsidiary, must have a 
stockholders’ meeting (chalk up the 
expense of a proxy statement, in 
130 F. 2d 791 (CA-3); H. Grady Manning 
Trust, CCH Dec. 18,004, 15 TC 930 (1950), 
nonacq., 1951-2 CB 5. 

“The partial subsidiary would recognize 
no gain or loss on issuance of its stock, 
under Sec. 1032(a). The parent would 
make a tax-free exchange of property for 
stock of another corporation, under Sec. 
361(a), and the parent’s stockholders would 


make a tax-free exchange of stock for stock 
under Sec. 354(a). 
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. . . there is just no way this Nation 
can continue on this 

deficit-spending spree without 
suffering the fiscal hangover which 
invariably follows. The only remedy 

to our present fiscal ills which have 
accumulated over these many years is 
self-discipline, which must start in 

the Congress of the United States. 

... The day had better soon come 
when those elected to Congress 

can no longer run on a platform of 
more spending and tax reductions, too. 
—Representative Harold R. Collier. 


many cases), and appraisal rights come 
into play. The downstream merger 
may involve additional problems re- 
lating to the state of incorporation, 
issuance of new stock certificates and 
procuring a new stock exchange list- 
ing. Especially where the corporation 
to be acquired is small compared to 
the acquirer (which is likely in the 
parent-partial subsidiary situation dis- 
cussed here), management may well 
be reluctant to take this route. 


Normally, the effect of a merger 
can be achieved through a C reorgani- 
zation—the acquisition of substan- 
tially all of the selling corporation’s 
assets for voting stock of the acquir- 
ing corporation, followed by distri- 
bution of such stock in complete 
liquidation of the selling corporation.*® 
And, tax matters aside, such a trans- 
action seems ideally suited to the ac- 
quisition of a partial subsidiary. At 
least, if it has sufficient authorized 
stock, the acquiring parent normally 
needs no vote of its stockholders and 
no appraisal rights are created on 
its side.’ Dissenting minority stock- 
holders of the selling corporation 


cannot block the sale (barring fraud), 
and their appraisal rights may not 
loom large in light of the imminent 
liquidation. 


As a matter of tax law, however, 
this transaction will backfire. To be 
sure, a tax-free C reorganization could 
be effected with perfect ease if the 
acquiring corporation and the selling 
corporation were perfect strangers. 
But, ironically, this cannot presently 
be done where the acquirer previ- 
ously owned a substantial portion of 
the selling corporation’s stock. 


The source of this paradox is the 
famous (one hesitates to say notori- 
ous) Rev. Rul. 54-396. A corpo- 
ration sought to purchase, in return 
for its voting stock, all of the assets 
of a subsidiary in which it owned a 
79 per cent stock interest.** The sell- 
ing corporation was to be immedi- 
ately liquidated. It seemed in every 
respect to be a prototype C reorgani- 
zation. However, the Treasury ruled 
that it did not qualify, on the ground 
that “substantially all” of the assets 
of the selling corporation were not 
acquired for voting stock of the par- 
ent. In effect, the ruling said, 79 per 
cent of the assets were received as a 
liquidating dividend in exchange for 
the parent’s previously acquired stock 
interest in the subsidiary. Only the 
remaining 21 per cent of the assets 
were acquired in exchange for voting 
stock of the parent. 

This ruling has survived its initial 
test in court. In 1950, Bausch & Lomb 
Optical Company had acquired, in 
return for its voting stock, all of the 
assets of a corporation in which it 
owned a 79.9 per cent stock inter- 
est. The selling corporation had been 





* Secs. 368(a)(1)(C), 361(a) and 354(a). 
* A dissident shareholder of the parent 
may claim that the transaction is a de facto 
merger, requiring compliance with merger 
procedure. See, for example, Farris v. Glen 


Alden Corporation, 393 Pa. 427, 143 A. 2d 
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25 (1958). Where the partial subsidiary 
is relatively small, however, this threat may 
not be significant. 

* 1954-2 CB 147. 

* All of the subsidiary’s liabilities were 
assumed by the parent, in addition. 


717 








liquidated and the transaction closed 
—all some three or four years be- 
fore Rev. Rul. 54-396 was published. 
The Tax Court, nevertheless, upheld 
the position of the Commissioner.”? The 
Second Circuit recently affirmed in a 
brief opinion, stating that the court 
could not tamper with the definition 
of “reorganization” which Congress 
has provided.** 


The result, viewed apart from legal 
technicalities, seems unjustified. No 
policy is served by denying tax-free 
treatment to a bona fide joinder of 
two corporations already related, 
where the very same transaction be- 
tween two wholly unrelated entities 
would be home free without a hitch. 


It cannot be said, however, that 
the position of the Treasury is wholly 
unfounded. The sale of assets and 
liquidation in this type of transaction 
are obviously “interdependent” parts 
of a “single, integrated transaction.” ** 
They have to be included in the same 
plan of reorganization in order to make 
the distribution of stock in liquidation 
of the selling corporation tax-free un- 
der Section 354(a).*> So viewed, the 
transaction must be judged by the 
final result of the two steps, accord- 
ing to the standard “step transaction” 
doctrine.** Indeed, although the Treas- 
ury and both of the Bausch & Lomb 





* Bausch & Lomb Optical Company, CCH 
Dec. 23,034, 30 TC 602 (1958), aff'd, 59-1 
ustc J 9468 (CA-2). 

* Cited at footnote 22. 

* Cf. American Bantam Car Company, CCH 
Dec. 16,601 11 TC 397, 405 (1948), aff'd 
per curiam, 49-2 ustc ¥ 9471, 177 F. 2d 513 
(CA-3), cert. den., 339 U. S. 920 (1950). 

*“No gain or loss shall be recognized 
if stock or securities . . . are, in pursuance 


of the plan of reorganization, exchanged 
solely for stock or securities . . . .” (Sec. 
354(a), italics supplied.) See Manning, 


“In Pursuance of the Plan of Reorganiza- 
tion,” 72 Harvard Law Review 881, 886 
(1959). 

* For example, Helvering v. Elkhorn Coal 
Company, 38-1 ustc $9328, 95 F. 2d 732 
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One has to be for the people all the 
time, or else forget about them, 
because if he is for the people only 

a part of the time, his words 

will be used constantly against his 
good intentions under different 
conditions.—Senator Russell B. Long. 


courts passed it by, there was very 
closely analogous precedent. For 
years before enactment of the pres- 
ent Section 337, taxpayers had stoutly 
maintained that a subsidiary’s sale of 
assets to a parent immediately fol- 
lowed by liquidation of the subsidi- 
ary amounted to a distribution of 
assets in liquidation and not a sale 
of assets by the liquidating corpo- 
ration.”*” A capital gains tax on the 
selling corporation was thus avoided. 
This is, after all, only the other side 
of the same coin minted in Rev. Rul. 
54-396. 

Whatever the merits, the position 
of the Treasury, backed by both the 
Tax Court and a most strategic court 
of appeals, makes it currently im- 
possible for a parent to go through 
a tax-free C reorganization with its 
less-than-80-per-cent owned subsidi- 
ary. Since this result furthers no 
policy of tax administration, and since 
additional test cases would appear 
suicidal, the matter should be re- 
solved by legislative action. The Re- 
(CA-4, 605 
(1938). 

* Edward R. Bacon Company, CCH Dec. 
14,752(M), 4 TCM 868 (1945), aff'd per 
curiam, 47-1 ustc $9138, 158 F. 2d 981 
(CA-9); Stock Yards Bank of Cincinnati, 
CCH Dec. 7499, 25 BTA 964 (1932), acq., 
XI-2 CB 9 (1932); Rubay Company, CCH 
Dec. 3091, 9 BTA 133 (1927); Benjamin H. 
Read, CCH Dec. 2226, 6 BTA 407 (1927); 
cf. Lencard Corporation, CCH Dec. 12,549, 
47 BTA 58 (1942), acq., 1942-2 CB 12; 
Meurer Steel Barrel Company, Inc., CCH 
Dec. 3820, 11 BTA 584 (1928), aff'd per 
curiam, 1929 CCH D-9408, 35 F. 2d 1019 
(CA-9). 


1937), cert. den. 305 U. S. 
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vised Report of the Advisory Group 
on Subchapter C contains, among a 
host of other ideas, a proposal to 
legislate away the doctrine of Rev. 
Rul. 54-396; 78 and H. R. 4459, the 
bill introduced by Representative 
Mills to enact the advisory group’s 
proposals, contains such a provision.”® 
There is some hope, therefore, that 
the problem will be eased; but this 
is not by any means a foregone con- 
clusion. As it appears in the advisory 
group’s report, the call for legislation 
is tied in with the group’s recom- 
mendation that the “solely for voting 
stock” requirement of the present 
Sections 368(a)(1)(B) and 368(a) 
(1)(C) be changed merely to require 
that 6624 per cent of the consider- 
ation received be stock of the acquir- 
ing corporation, whether voting or 
nonvoting. This over-all change in 
the continuity-of-interest test may be 
subject to criticism which does not 
apply to the specialized problem 
which is discussed here. The failure 
to enact the group’s recommendation 
on one point should not be allowed to 
block needed legislation on another. 


The prospect of remedial legislation 
must remain in the indefinite future. 
Meanwhile, practitioners must seek 
alternative ways to construct tax-free 
transactions for the acquisition by a 
parent of its partial subsidiary. At 
least three alternatives are available, 
although none is wholly satisfactory. 


If a new subsidiary is created, a 
stock-for-assets transaction may still 
be effected tax-free; the Treasury has 
circumscribed its position to this 
extent. In Rev. Rul. 57-278,°° the 
following situation was presented: 
A corporation transferred part of its 
voting stock to a newly created sub- 


sidiary in return for all of the sub- 
sidiary’s stock, a transaction gener- 
ally tax-free under Section 351. The 
subsidiary, in turn, acquired all the 
assets of a third corporation, in which 
the parent owned a 72 per cent stock 
interest, in return for the voting stock 
of the parent which it had just re- 
ceived, The selling corporation then 
liquidated, distributing the voting 
stock of the parent to its sharehold- 
ers, including the parent itself. The 
net result was different from that 
presented in Rev. Rul. 54-396 only 
because the assets were now held 
by a wholly owned subsidiary of the 
parent, rather than the parent itself. 
The Treasury ruled, nevertheless, 
that this was a tax-free C reorgani- 
zation. It limited the application of 
Rev. Rul. 54-396 to situations where 
“the ultimate transferee acquires some 
of the assets through a liquidation.” 
No doubt was left that “transitory 
ownership” of the assets by the new 
subsidiary, followed by liquidation 
into the parent, would not qualify.” 


Thus, it is possible to eliminate 
outside interests in a partially owned 
corporation by taking the assets into 
a subsidiary and operating the busi- 
ness in that form. Whether or not 
this will present a satisfactory so- 
lution depends on the importance of 
various factors in the particular situ- 
ation involved. 


The first difficulty lies in the fact 
that the parent corporation’s basis in 
the stock of the new subsidiary is 
unknown and possibly nonexistent. On 
a normal Section 351 transaction the 
basis for the stock received equals 
the basis of the property transferred.* 
Here, however, the parent transfers 
its own stock, in which it has no 





* Revised Report on Corporate Distributions 
and Adjustments, December 11, 1958, pp. 82-3. 

1H. R. 4459, Sec. 26, proposing addition 
of a new subparagraph (B) to Sec. 368(a) 
(2) of the Code. 
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* 1957-1 CB 124. 
* Work cited at footnote 30, at pp. 125-126. 
* Sec. 358(a). 


basis (unless it is Treasury stock).®* 
Even the Treasury does not seem to 
know the answer, although it would 
seem logical to give the parent a basis 
equal to the carry-over basis to the 
subsidiary of the assets acquired. 
This “disappearing basis,” of course, 
will become important only in the 
event the parent later wishes to sell 
the stock of this new subsidiary, and 
this may seem too remote a possi- 
bility for grave concern, 


There may be basic nontax objec- 
tions to this route, however. A cor- 
poration which never before has 
operated through a subsidiary may 
not wish to make an exception just 
to play the Treasury’s rather tortu- 
ous tax game. If the business ac- 
quired is expected to earn well, the 
acquiring corporation may be count- 
ing on those earnings to finance 


expansion in other ends of the enter- 
prise. Then, management may take 
a jaundiced view of the 7.8 per cent 
effective tax *° payable when the sub- 


sidiary’s earnings are brought up to 
the parent as dividends. 


If a stock-for-assets transaction 
seems clearly preferable to statutory 
merger but use of a subsidiary is 
undesirable, it may be possible to cir- 
cumvent Rev. Rul. 54-396 simply by 
having the parent sell its shares of 
the subsidiary’s stock, either to an 
outsider or to one of the potential 
selling stockholders. A normal C re- 
organization could then be effected. 
Of course, the two transactions might 





* As to reissuance of Treasury stock, see 
Firestone Tire & Rubber Company, CCH 
Dec. 13,520, 2 TC 827 (1943). 

“See Fager, “Reorganizations: Recapital- 
izations, Tax-Free Acquisitions,” Proceed- 
ings of the New York University Fifteenth 
Annual Institute on Federal Taxation (1957), 
pp. 413, 425. 

* Assuming that the full 52 per cent rate 
is applicable to the entire dividend and the 
85 per cent deduction for dividends received 
is available. See Sec. 243. 

* See text at footnote 31. 
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have to be viewed together for tax 
purposes; but even then, Rev. Rul. 
54-396 would not squarely apply. 
The parent would, in this situation, 
receive nothing from the subsidiary 
—neither the subsidiary’s assets nor 
its own stock, in liquidation or other- 
wise. In this respect the transaction 
would resemble the purchase of the 
assets by a new subsidiary. Rev. Rul. 
57-278 said Rev. Rul. 54-396 would 
be limited to situations where “the 
ultimate transferee acquires some of 
the assets through a liquidation.” * 
So far as the writer knows, the In- 
ternal Revenue Service has not ruled 
on’such a transaction; but in light of 
the attitude displayed in Rev. Rul. 
57-278, the possibility of procuring 
such a ruling may exist. 


Such a transaction may not be de- 
sirable in every case. When it sells 
its stock in the subsidiary, the parent 
will recognize gain. On the later C 
reorganization, however, a carry-over 
basis will be taken for the assets.*’ 
Thus a premium will be paid pro 
tanto where book value of the assets 
is less than the fair market value of 
the stock sold prior to the reorgani- 
zation. And—never to be forgotten 
—a willing purchaser with sufficient 
cash (or financing) to buy the stock 
must be found.** 


If neither a statutory merger nor a 
stock-for-assets purchase proves feasi- 
ble, the final alternative presently 
available is the simple B_ reorgani- 
zation, exchanging voting stock-for- 





* Sec. 362(b). 

* This sale of stock to a single purchaser 
(or a few) would not in itself raise SEC 
problems, but the purchasers may not 
undertake to sell off their stock. The dis- 
tribution of the voting stock of the acquir- 
ing corporation to the stockholders of the 
acquired corporation in liquidation is ex- 
empt from registration requirements under 
the SEC’s Rule 133, but only if the recipi- 
ents have no present intention of distribut- 
ing the shares received. 
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The excessive idleness of plant and 
manpower from 1953 through 1958 
caused us to lose more than $150 
billion in total national production. 

As a result, even high tax rates have 
yielded to all levels of government 
about $25 to $30 billion less revenues 
than full prosperity would have 
yielded.—Senator Hubert H. Humphrey. 


stock. Before 1954, this technique 
might not have worked, for the Code 
then required the acquisition for vot- 
ing stock of at least 80 per cent of 
the acquired corporation’s stock, and 
it was doubtful whether a tax-free 
exchange could occur where the par- 
ent had previously owned more than 
20 per cent.*® The 1954 Code has spe- 
cifically changed this rule, however. 
Now it is sufficient if the acquiring 
corporation ends up with 80 per cent 
or more—regardless of how much 
stock was previously owned.* 


This much is simple. The nontax 
drawbacks of the stock-for-stock ex- 
change, however, intrude as much 
here as they do in any such reorgani- 
zation. Total elimination of other in- 
terests may be impossible; the other 
stockholders can’t be forced to turn 
in their stock. Where the stock-for- 
assets reorganization would be ex- 
empt from SEC registration under ¢ts 
Rule 133," the stock-for-stock offer 
must be registered. If stockholders 
owning more than 20 per cent of the 
partial subsidiary’s stock decline the 


offer, no reorganization results; and 
the cost of the registration statement 
will be wasted. In some cases, the 
“sale of control” at a premium price 
may be involved, raising problems of 
minority stockholder rights ** which 
would be avoided by a merger or sale 
of assets—with appraisal rights and 
100 per cent pro-rata distribution of 
the consideration paid. 


These are general problems; but 
there is one feature of the particular 
situation we are discussing which re- 
quires special attention. The Treas- 
ury has taken the position in private 
rulings that a stock-for-stock trans- 
action, followed by a liquidation of 
the acquired corporation, must be con- 
sidered to be, in effect, a C reorgani- 
zation and must qualify as such. In 
the partial subsidiary situation, this 
would put the deal right back under 
the ban of Rev. Rul. 54-396. Thus, 
bringing the assets up into the parent 
corporation after the stock acquisition 
would not be possible. 


This result seems unjustifiable, and 
one which might easily be avoided. 
It is understood that the Treasury 
has taken this position primarily, at 
least, because of its concern with the 
limitation of net operating loss carry- 
overs under Sections 381 and 382 of 
the Code; the limits stated therein do 
not apply expressly to B reorgani- 
zations, but do apply to C reorgani- 
zations.** One may readily concede 
the need to prevent evasion of the 





* Compare Commissioner v. Dana, CCH 
Dec, 9675, 36 BTA 97 (1938), aff'd 39-1 
ustc § 9427, 103 F. 2d 359 (CA-3), with 
Robert A. Pulfer, CCH Dec. 11,672, 43 
BTA 677 (1941), aff’d, 42-2 ustc ¥ 9495, 128 
F. 2d 742 (CA-6). 

“The Senate Committee Report on the 
1954 Code specifically declares the intention 
to remove this doubt. See CCH StaAnparp 
FeperAL TAX Reports (1956 Ed.), § 2549.10. 

“ See footnote 38. 

“See Perlman v. Feldmann, 219 F. 2d 173 
(CA-2, 1957). 
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* Sec. 382(b)(1) makes the carry-over 
provisions applicable to any “reorganization 
specified in paragraph (2) of section 381 
(a),” and Sec. 381(a)(2) omits reference to 
a B reorganization. Presumably, it 
thought when the statute was drafted that 
the B reorganization, involving no change 
of the corporate entity possessing the 
losses, raised no carry-over questions. The 
problem of disallowing losses to the con- 
tinuing corporate entity upon a change in 
stock ownership was separately dealt with 
in Sec. 382(a). 


was 
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loss limitation through acquisition of 
stock and subsequent liquidation, but 
that recognized need should not influ- 
ence matters wholly unrelated to loss 
carry-overs. To say that every B re- 
organization followed by a liquidation 
must be viewed as a C reorganization 
simply because this prevents an un- 
intended result in one type of case is 
to paint with far too broad a brush. 
It would be far preferable to effect 
the obvious legislative intent of the 
loss-carry-over provisions by issuing 
regulations (which have not yet ap- 
peared) under these sections, applying 
them to any series of transactions 
having the same effect as the reorgani- 
zations named therein—without hav- 
ing to characterize them exactly under 
the definitional provisions of Section 
368(a)(1).4* This would accomplish 
the desired result without importing 
into the B reorganization involving 
no loss carry-overs the technical re- 
quirements of a C reorganization. In 
every case, compliance with the B 


reorganization requirements will al- 
ready have assured effectuation of 
other tax policies. 


All tax practitioners look forward 
to the day—and hope it will be soon 
—when technical distinctions between 
the various methods of making cor- 
porate acquisitions no longer spell 
important differences in the tax con- 
sequences of economically identical 
transactions. Nowhere is relief needed 
more urgently than in the area of 
acquisitions of partial subsidiaries. 
To achieve nontax objectives, the 
most satisfactory acquisition route in 
this situation will always be, in most 
likelihood, the stock-for-assets trans- 
action. This is the one which now 
seems to present the most insuperable 
tax problems. Until legislative help 
arrives, the practitioner must settle 
for second-best and choose carefully 
the alternative which presents the 
happiest possible compromise with 
the tax law’s technicalities. 


[The End] 


WHEN IS A HUSBAND A WIFE AND A WIFE A HUSBAND? 


The Internal Revenue Code may not make one his own 


“grandma,” but there does appear to be some confusion in 
gender. Title 1, Section 1 of the United States Code tells us 
that words imputing the masculine gender include the feminine 
as well. In light of this, we read Section 7701(a) (14) of the 
Internal Revenue Code, which states: “The term ‘taxpayer’ 
means any person subject to any internal revenue tax.” How- 
ever, Section 7701(a)(17) says: “Husband and wife.—As used 
in sections 71, 152(b)(4), 215, and 682, if the husband and 
wife therein referred to are divorced, wherever appropriate to 
the meaning of such sections, the term ‘wife’ shall be read 
‘former wife’ and the term ‘husband’ shall be read ‘former 
husband’; and, if the payments described in such sections are 
made by or on behalf of the wife or former wife to the husband 
or former husband instead of vice versa, wherever appropriate 
to the meaning of such sections, the term ‘husband’ shall be read 
‘wife’ and the term ‘wife’ shall be read ‘husband’.” 











See Wall Street Journal, March 11, 1959, at 
p. 1, col. 5, 


“The Treasury has proposed amendment 
of Sec. 382(b) to apply the loss carry-over 
limitations to any kind of a reorganization. 
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Basic Planning Principles 
in Qualifying Life Insurance 
for the Marital Deduction 


By ROBERT J. LAWTHERS 


Dealing with life insurance proceeds, this article discusses 

the technical requirements for obtaining the marital deduction as well as 
the tax desirability of obtaining it. The article suggests, 

in some cases, limitations to be imposed to gain the most favorable 

tax results. The Werbe and Reilly decisions are also considered. 

Mr. Lawthers is director of estate planning services, New England Mutual 
Life Insurance Company. He presented this paper before the 

Fourth Annual Insurance Forum of the Brooklyn Law School on April 30. 
The paper is also published in the June issue of The Insurance Law Journal. 


AM GOING TO DISCUSS one narrow aspect of tax planning: 

obtaining the estate tax marital deduction for life insurance pro- 
ceeds. I say “tax planning” rather than “estate planning” because I 
am not going to get into all of the human considerations which are 
basic to estate planning. Tax planning is the obtaining of whatever 
tax economies are consistent with the over-all human objectives of 
estate planning. There is an obligation on the tax advisor to arrange 
for such economies if this can be done without frustrating the human 
objectives, but the human objectives must always come first. 

Thus, I am assuming that we have a situation in which human 
objectives can be satisfied through obtaining the marital deduction, 
and that when the tax problem has been solved the solution will be 
checked back to the basic human objectives. 

I am not going to talk of settlement options versus trusts. We 
are all getting older and we are probably getting mellower. The last 
time I thought of settlement options and trusts as competitive was 
about 35 years ago. I decided then, and have been deciding more and 
more ever since, that each has its place. Sometimes one or the other 
is definitely indicated. More often, there is a considerable degree of 
overlap, and the respective advantages and disadvantages and the 
various objectives, tax and human, must all be weighed to determine 
which will do the better job. 

In the main, I will discuss the technical requirements for obtain- 
ing the marital deduction, but to some extent I Will also touch on the 
tax desirability of obtaining it and, in some cases, limitations to be 
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imposed to obtain the best tax results. 
Much of what I say will also apply 
to trusts and wills, but specifically 
I will deal only with life insurance 
proceeds. 


Magic Period 

There are many ways by which 
qualification of insurance proceeds 
may be achieved. Proceeds may be 
left in one sum to the wife on the sole 
condition that she survives the in- 
sured. Proceeds may be left to the 
wife on the sole condition that she 
survives the insured by some speci- 
fied period of time; and if the period 
specified is not more than six months 
and she survives the insured that 
long, the deduction will be obtained. 
Of course, if she fails to survive the 
insured by the specified period, what- 
ever it is, the deduction will be lost. 
Note carefully—six months is a magic 
period. If a period of six months and 
one day is specified, then the deduc- 
tion will be lost even though the wife 
survives that period, becomes vested 
with the right to receive the proceeds, 
dies possessed of the proceeds, and 
they are taxable in her estate. 


As an alternative to the use of a 
period of time, proceeds can be left to 
the wife on condition that she and the 
insured do not die as the result of a 
common disaster. In this event, the 
marital deduction will be allowed if in 
the final audit of the estate tax return 
there is no possibility that the wife 
could be deprived of her right to the 
proceeds by operation of the common- 
disaster provision. 

I do not know, though, why anyone 
should want to use such a provision. 
Common disaster is the dramatic 
nightmare that brings to a man’s 
mind the possibility that he and his 


wife may die at or about the same 
time, and that there should be tax and 
human planning for this situation. 
However, what he really wants to 
plan for is the chance of both deaths 
within a short span of time—just as 
much if both should die in their beds 
at or about the same time in Brooklyn 
and in Boston respectively as if their 
automobile should go over a cliff. 
Aside from this, the determination of 
whether or not in fact deaths may 
have resulted from a common disaster 
could be so difficult that, in my opin- 
ion, this alone would indicate the use 
of a time-delay clause, or of a pre- 
sumption of orders of death, rather 
than a true common-disaster clause. 


Beneficiary arrangements other than 
a provision for the wife in one sum 
will qualify for the marital deduction 
if no person other than the wife or 
the wife’s estate can have the right to 
receive proceeds in the event the wife 
survives the insured. In the extreme, 
if the insurance company is willing, 
a policy may provide that proceeds be 
accumulated at interest during the 
entire after-lifetime of the wife, with 
the wife herself receiving nothing, but 
with the proceeds and accumulated 
interest being payable to her estate 
upon her dying second—and there 
will be qualification for the marital 
deduction. 


Proceeds Retention 
and Installment Payments 

There can also be qualification for 
the marital deduction under any ar- 
rangement for the retention of pro- 
ceeds at interest or for the payment 
of installments, with persons who 
have been designated by the insured 
(or other policy owner) named to 
take upon the wife’s dying second, 





1 


Following the regulations, I will assume 
the decedent, or expected decedent, to be a 
male and will refer to a spouse as wife. Of 
course, the same principles apply with re- 
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spect to planning a wife’s estate and obtain- 
ing the marital deduction on account of a 
husband who survives her. 
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provided five conditions are met: (1) 
Payments of interest or of install- 
ments (at least equal to the interest) 
must be made at least as frequently 
as annually. (2) The first such pay- 
ment must be payable not later than 
13 months after the death of the in- 
sured. (3) All such payments due 
while the wife is living must be pay- 
able solely to her. (4) The wife must 
possess a general power of appoint- 
ment in favor of either herself or her 
estate which is exercisable by her 
alone and in all events. (5) No other 
person may have any power to appoint 
against her. 

It is not necessary that the term 
“power of appointment” be used. A 
right of the wife to withdraw all re- 
tained proceeds or to commute what 
installments would be payable at her 
death is deemed a general power to 
appoint to herself. A right to revoke 
contingent beneficiaries and to name 
instead her estate to receive at her 
death is deemed a general power to 
appoint to her estate. It is not neces- 
sary that she possess both powers. 
But the one 
that is relied on for qualification must 


Either one will suffice. 


be exercisable by her “alone and... 
in all events.” Unhappily—of this, 
more later. 


It will be observed that the two 
types of provisions I have just dis- 
cussed are similar to an estate trust 
or a power-of-appointment trust re- 
specting other property—and the same 
general rules apply. If insurance pro- 
ceeds are made payable to a trustee, 
the obtaining of the marital deduction 
is determined not by the rules specifi- 
cally relating to insurance proceeds 
but by the similar trust rules. 


With all of the foregoing, any or 
all of the interest and rights of the 
wife, if desired, may be subject to a 
time-delay clause of not more than 
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six months or, if you insist upon it, 
a common-disaster clause. 


It is also to be noted that whether 
proceeds are payable in one sum or 
in some other way, the marital de- 
duction may be obtained for a fraction 
of the proceeds of a policy, just as 
though it were the proceeds of a sep- 
arate policy. However, there is the 
condition here that the beneficiary 
provisions must be susceptible to be- 
ing carved into two or more parts as 
though the parts were the proceeds 
of separate policies. 


Taxation of Proceeds 
in Wife's Estate 


Sometimes we at the home offices 
of life insurance companies are asked 
to so arrange proceeds as to ensure 
that they will not qualify for the 
marital deduction. Of course, this is 
not at all what our correspondents 
mean. What is meant is that the 


beneficiary provisions are to be so set 
up that there will not be taxation in 
the wife’s estate upon her dying after 


the insured. It is true that if proceeds 
qualify for the marital deduction there 
will be taxation in the wife’s estate 
of what may be due when she dies 
second. But, unfortunately, there can 
be such taxation in the wife’s estate 
without the marital deduction having 
been obtained for the insured’s. 

I have already given a simple exam- 
ple of this: Just make the proceeds 
payable in one sum to the wife, but 
only if she survives the insured by a 
period of six months and one day. 

There are other procedures, though, 
which, while they will perhaps not 
give absolute assurance of both loss 
of the marital deduction and taxation 
in the wife’s estate when she dies 
second, can nevertheless raise suff- 
cient danger of this horror to keep us 
on our toes. 
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Broad Application 
of Time-Delay Clause 

It is easy to see the six-months- 
and-one-day time delay, but the appli- 
cation of this is broader than is evident 
at first glance. Any condition im- 
posed on the wife’s right to receive 
the proceeds, in a one-sum provision, 
or upon her required interest and 
rights under any other type of pro- 
vision which, as viewed at the moment 
of the death of the insured, could pos- 
sibly take more than six months to 
fulfill, will result in loss of the marital 
deduction. Let me take a very simple 
example: “The Moonshine Life In- 
surance Company promises and agrees 
upon receipt at its Home Office of 
due proof of the death of John Barley- 
corn, the Insured, to pay $10,000 to 
Mary Barleycorn, wife of the Insured, 
if then living, otherwise to the exec- 
utors, administrators or assigns of the 
Insured.” 


If this means what it seems to say, 
and if Mary must be living when due 
proof ot John’s death is submitted to 
the home office, failing which the 
proceeds will be payable to John’s 
estate instead of to Mary’s, then the 
marital deduction will be lost, even 
though proof of death is promptly 
submitted, the claim is promptly ap- 
proved and Mary has the money in 
her savings account (to be taxed in 
her estate upon her later death)—all 
within less than a week after John’s 
death. 

The point is that, viewed as of the 
moment of the death of the insured, 
it could be more than six months 
before proof of his death would be 
submitted to the home office and, 
thus, possibly, the wife could survive 
the insured by more than six months 
and yet not have become entitled to 
receive the proceeds. The rule here 
is similar to the rule in connection 
with a will in which a bequest is made 
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to a wife on condition that she is 
living at the time of distribution of 
the estate—unless local law construes 
this to mean that her interest is inde- 
feasibly vested on the sole condition 
of her surviving the testator. 


Perhaps it is true that some court, 
benevolently motivated, might stretch 
the interpretation of the clause and 
hold that it doesn’t mean what it says. 
But this is not something to rely on 
when one is planning. 


Dangers 
of *‘If Living’’ Clause 


Similar difficulties may be encoun- 
tered in provisions for the wife “if she 
shall live to receive the proceeds” or 
“if living when the claim is approved 
by the insurance company.” It is, I 
believe, a sound planning rule that if 
the marital deduction is desired, the 
use of the phrase “if living” to deter- 
mine whether or not the wife takes 
her interest should be avoided unless 
the when to which it applies is abso- 
lutely unambiguous and you can be 
certain that the when is either the 
moment of the death of the insured 
or a specified period of time (not more 
than six months following the death 
of the insured). 


For the reasons previously stated, 
I rule out the use of a true common- 
disaster provision, but it is at least 
a technical possibility. 

The same rules apply to any ar- 
rangement for deferring payment of 
the proceeds, including arrangements 
for payment of interest or payment of 
installments. No condition should be 
imposed on the right of the wife and 
her estate in an estate provision, or 
upon her general power of appoint- 
ment in a power-of-appointment pro- 
vision, which could not safely be 
imposed with respect to a one-sum 
provision. But the power-of-appoint- 
ment provision may involve even fur- 
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ther problems. And this brings us to 
the Werbe case.” 


Werbe Case 


In brief, there were insurance poli- 
cies in two companies in which, long 
before the marital deduction was 
dreamed of, the insured had provided 
for the retention of proceeds at inter- 
est by the companies. Interest pay- 
ments were to be periodically made 
to the wife. The wife had the right 
to withdraw the retained proceeds in 
whole or in part. Further beneficiaries 
were named to receive what might be 
left with the companies upon the wife’s 
dying after the insured. The wife was 
not specifically given the right to re- 
voke contingent beneficiaries. 


With respect to one policy issued 
by one company, provision was made 
for annual interest payments and for 
the wife to have a right of withdrawal 
on any interest payment date. With 
respect to four policies in another 
company, interest payments were to 
be made monthly and the wife was 
to have the right to make withdrawals 
at any time while the option should 
be operative, but the insurance com- 
pany had the right to impose certain 
limitations upon the wife’s exercise 
of this right. The taxpayer claimed 





* Estate of Werbe v. U. S., 59-1 uste 
7 11,481 (DC Ind., 1958). 

*The best guess I can make is that the 
judge may not have arrived at his conclu- 
sion from any specific provision, or even a 
combination of specific provisions, but rather 
on a general feeling derived from the some- 
what harsh cases in connection with trusts 
and life estates in which a wife possessed 
solely a general power in favor of herself, 
and from the considerable body of case law 
on a widow’s interest to indefeasibly vest 
only upon the occurrence of some event 
which might possibly remain unfulfilled at 
the expiration of six months after the hus- 
band’s death. In its brief the government 
cited Eggleston v. Dudley, 57-1 ustc J 11,686, 
154 F. Supp. 178 (DC Pa.), rev'd, 58-2 ustc 
{ 11,807, 257 F. 2d 398 (CA-3); Estate of 
Pipe, CCH Dec. 20,622, 23 TC 99 (1954), 


Marital Deduction 


that the limitations had been imposed 
for the administrative purposes of 
the company and did not go to the 
root of the wife’s property interest. 
The government claimed to the con- 
trary. The court found for the gov- 
ernment. 


There has been much guessing, 
both within the life insurance indus- 
try and outside of it, respecting the 
reasons for the judge’s decision. There 
can be nothing but guessing because 
the opinion does not give much in the 
way of reasoning and does not pin- 
point particular provisions which were 
found to be fatal. I am probably in 
as good a position as anybody to 
attempt such guesses, since the group 
of four policies was issued by my 
company, I testified at the trial as an 
expert witness and I have closely fol- 
lowed the whole progress of the case. 


However, since the taxpayer is ap- 
pealing and it is likely that within a 
year or even less we will have a cir- 
cuit court decision, I think we can 
afford to wait that long, rather than 
to engage in detailed speculation.® 
I am optimistic that the circuit court 
will reverse the district court. In the 
unlikely event that it should not, 
however, I believe that we can expect 
a detailed discussion in the circuit 





aff'd, 57-1 ustc $11,699, 241 F. 2d 210 
(CA-2), cert. den., 355 U. S. 815; Estate of 
Reilly v. Commissioner, 57-1 ustc J 11,660, 239 
F. 2d 797 (CA-3), rev’g CCH Dec. 21,353, 
25 TC 366 (1955); Estate of Shedd v. Com- 
missioner, 56-2 ustc § 11,644, 237 F. 2d 345 
(CA-9), aff’g CCH Dec. 20,607, 23 TC 41 
(1954), cert. den., 352 U. S. 1024 (1957); 
Starrett v. Commissioner, 55-1 ustc § 11,540, 
223 F. 2d 163 (CA-1); Estate of Tarver, 
CCH Dec. 21,776, 26 TC 490 (1956), aff’d 
(on the issue of the marital deduction), 58-2 
ustc { 11,805, 255 F. 2d 913 (CA-4); and 
Estate of Tingley, CCH Dec. 20,359, 22 TC 
402 (1954), aff'd sub. nom., Starrett, above. 
In the taxpayer’s brief no cases were cited 
in support of the taxpayer’s position, appar- 
ently because it was believed that there was 
no case in point. 
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court’s opinion of exactly what was 
fatal and thus know what limitations 
can be imposed and what cannot. 


In the meantime, it is my opinion 
that whenever the obtaining of the 
marital deduction is important and 
an insured is naming contingent 
beneficiaries to take what may be due 
upon the wife’s dying second, the wise 
course will be specifically to give the 
wife the right to revoke contingent 
beneficiaries and to name her estate, 
whether or not she is given with- 
drawal or commutation privileges. 


Care should be taken that this right 
clearly exists from the moment of the 
death of the insured, unless there are 
planning reasons for a_ time-delay 
clause of not more than six months. 


Reilly Case 

Since we are discussing cases, we 
might as well clear up Reilly. In 
this the insured had left the 
proceeds under a 20-year-certain-and- 
continuous option for the benefit of 
his wife, with the children as contin- 
gent beneficiaries (with respect, of 
course, to the certain payments only) 
in the event the wife should die after 
him. The wife was given neither a 
right to commute the installments 
certain nor to revoke the children as 
contingent beneficiaries. The Tax 
Court found that there was one piece 
of property, in which the wife had 
only a terminable interest. Since she 
had no general power, it agreed with 
the government that the marital de- 
duction was not available. The cir- 
cuit court reversed on the ground that 
there were two pieces of property, the 
installments certain and the deferred 
continuous installments, and_ that 
while the marital deduction could not 
be allowed for the value of the install- 
ments certain it was available for the 


case, 





* Estate of Reilly, cited at footnote 3. 
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value of the deferred continuous in- 
stallments. 


While this decision may be useful 
to a taxpayer who is already dead, 
I do not believe that it is wise for a 
living insured to rely on it. If the 
marital deduction is desired for situa- 
tions such as this, the wise course, 
for the present, would be to give the 
wife specifically the right to revoke 
the contingent beneficiaries. 


Basic Planning Principles 


Now for a very general discussion 
of some basic planning principles. 

Let us for the moment assume an 
estate, including life insurance, of 
$120,000, with the wife having no 
property of her own. It is obvious 
that we can save about $9,500 in 
estate tax at the insured’s death if we 
qualify for the maximum marital de- 
duction. But we cannot properly stop 
here. If everything is left to the wife 
outright, or in such manner that she 
possesses a general power, and she 
dies after the insured without any- 
thing having been used up, we will 
have no available marital deduction 
at her death; and the $9,500 that, 
without the deduction, would have 
been due at the insured’s death will 
only have been postponed, to be col- 
lected by the government at the wife’s 
death. This assumes, of course, that 
the wife will not have remarried, but 
[ doubt that many husbands inten- 
tionally plan their estates in reliance 
on rapid remarriage of their widows. 


Yo - Y2 Technique 


However, if we leave half of the 
total estate in such a manner as to 
qualify for the marital deduction and 
leave the other half in such a mannet 
that it will not be taxed upon the 
wife’s dying second, then we have 
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broken up a $120,000 estate into two 
$60,000 estates, with the result that 
there will be no tax at the death of 
either spouse. 

This is 
technique. 


referred to as the %4-% 


Irrespective of the size of the estate, 
there is the fundamental rule with the 
estate tax, as with any progressive 
tax, that % plus % is less than one. 
So, if the estate is more than $120,000, 
our first approach to the mathematics 
of estate-tax planning is %4-™%. 

But don’t think merely in terms of 
not qualifying one half the estate for 
the marital deduction. Think, rather, 
in terms of avoiding giving the wife 
such interests or powers in this half 
that there will be: taxation in her 
estate. As I have previously said, it 
is the simplest thing in the world to 
avoid qualification for the marital de- 
duction and still have taxation in the 
wife’s estate. 

The principal thing to avoid is giv- 
ing to the wife a general power to 
appoint in favor of either herself or 
her estate. 

Suppose that we provide that the 
proceeds will be retained and interest 
payments made to the wife for life, 
without any privilege of withdrawal 
but with the right to elect another 
option. Say that we give her the right 
to elect for her own benefit a non- 
refund life annuity. Suppose that 
contingent beneficiaries are named to 
receive what might be due, if any- 
thing, upon the wife’s dying after the 
insured, and that the wife has no 
right to revoke them. 


It seems more than likely that the 
government would claim that this 
does not qualify for the marital deduc- 
tion. However, is it beyond the 
bounds of possibility that if the wife 
should die while the interest option 
is operative and she possessed the 
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right to elect the annuity, the govern- 
ment would claim that she died pos- 
sessed of a general power in favor of 
herself and thus claim the entire re- 
tained proceeds as includable in her 
estate? To some extent there may 
be similar results when the wife dies 
possessed of a power to elect some 
different type of settlement for her 
benefit. 


Lapsing Powers 


Watch lapsing powers. Say that 
we have $100,000 of proceeds, and the 
wife is given the right to withdraw 
$11,000 a year, noncumulative. This 
is the only power she possesses. Con- 
tingent beneficiaries are named to 
take upon her dying second. Each 
year that she fails to make a with- 
drawal, she makes a gift to the con- 
tingent beneficiaries (incidentally, it 
is of a future interest, without benefit 
of the annual exclusion), and we 
cumulatively build up an amount to 
be taxable in her estate when she dies 
second (as a gift with enjoyment re- 
tained), even though the proceeds did 
not qualify for the marital deduction 
at the death of the insured. 


Fortunately, there is the exception 
for the lapse of a power up to a value 
of $5,000 or 20 per cent of the remain- 
ing principal, if greater. With that 
$11,000 annual withdrawal privilege 
on $100,000 of proceeds (and assum- 
ing nothing to be withdrawn), there 
will be an accumulating account of 
only $6,000 a year to be taxed at the 
wife’s later death, in addition, of course, 
to the amount of $11,000 that she 
could have withdrawn the moment 
before her death. 


Consider Limited Power Grant 

Bearing in mind the importance of 
watching general powers reserved to 
the wife, I wonder why we do not 
find more use of limited powers. 
Obviously, we cannot do in settlement 
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option agreements what can be done 
in a trust in the way of giving a wife 
the right to make withdrawals based 
on a measurable standard, such as 
amounts that may be needed for 
her health, education or comfortable 
maintenance and support. When this 
sort of thing is needed, a trust is the 
only solution. But we can do some- 
thing to give flexibility to the wife 
with respect to proceeds not to be 
taxed at her death when she dies 
second, through a noncumulative with- 
drawal privilege of $5,000 a year (only 
$5,000 to be taxed at her death). 


However, what I am really think- 
ing more about is giving the wife a 
limited power to appoint at her death. 
I wonder why we are almost never 
asked to give the wife the right to 
change the proportions in which chil- 
dren shall receive at her death. 


Suppose that an insured has young 
children. He doesn’t know how they 
will prosper, or fail to prosper, after 
his death. One of two daughters 
marries a successful surgeon, and 
the other, an equivalently successful 
college professor. Might it not be 
desirable to give the wife the right 
to change the proportions in which 
these two daughters shall receive at 
the wife’s death, in order to meet 
what she may see, but the insured 
could not have foreseen, as their very 
different needs? This sort of thing 
is done all the time in trusts, and 
I do not understand why we are so 
seldom requested to do it in settle- 
ment option agreements. 

In planning according to the %4-% 
technique, do not ignore the addi- 
tional economies to be obtained by 
qualifying for the marital deduction 
proceeds which will be the more 
rapidly used up during the after-life- 
time of the wife, and allocating to 
the part not to be taxed upon the 
wife’s later death proceeds which for 
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a period of time will remain constant 
in value. 


Consider Simultaneous-Death Clause 


When the wife has no property 
of her own, consider the use of a 
reverse simultaneous-death clause, so 
that in the event that there should 
be simultaneous deaths there will be 
a presumption that the wife survived 
the insured and thus the marital de- 
duction be obtained. This, of course, 
assumes that one half has been so 
planned as not to be taxed when the 
wife dies second. It also assumes that 
arrangements have been so made that, 
failing exercise by the wife of a gen- 
eral power reserved to her, the other 
one half that is to qualify for the 
deduction will pass directly to con- 
tingent beneficiaries and thus not be 
part of the wife’s probate estate. 


The foregoing general principles 
apply to an estate of any amount 
substantially in excess of $120,000, 
including life insurance, when the 
wife has no property of her own. If 
the estate is more than $60,000 but 
less than $120,000, then, depending 
solely on the human objectives of 
the insured, we may qualify only one 
half of it for the deduction or we may 
“overqualify” to the extent of $60,000, 
relying on the wife’s estate-tax ex- 
emption to save this from any estate 
tax upon her dying second. 


Application Where Wife Has Property 

When the wife has property of her 
own, there are two basic schools of 
thought on how to handle the situ- 
ation. 

The sheer arithmetic school would 
say that you should so plan that 
the same estate tax bracket will be 
reached in both estates. Thus, if the 
husband and wife have estates of 
equal size, this school would say that 


(Continued on page 734) 
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Reflections 
on the Russian Tax System 


By J. HENRY LANDMAN 


Can a government substantially increase its spending without levying 
additional taxes, as the Russian government promised to do 

for 1959? This article looks behind the happy promise at the situation 

the author found on his trip to Russia last year. He compares the 

lot of the American taxpayer with his Russian counterpart. The evidence 
favors the American from both the tax and the standard-of-living standpoints. 


HE SOVIET GOVERNMENT pledged to increase its spending 
in its 1959 budget for industry, scientific research and social wel- 
fare without new direct taxes. If implemented, this declaration is of 
world-wide significance because the emphasis is on domestic and 
foreign trade, education, and human welfare, and not on militarism. 


Russian revenue for the year at 722.9 billion rubles, an increase of 
9.3 per cent over 1958, and expenditures at 707.2 billion rubles, a rise of 
10.8 per cent, were estimated. At the official rate of exchange, the in- 
come is $181 billion and the outgo is $177 billion. Premier Nikita 
Khrushchev allowed therein for a slight decline in defense and govern- 
ment operating appropriations, and an increase in maternity benefits, 
housing, general welfare, agriculture and, particularly, education. 


These estimates are stupendous in magnitude as compared with 
that of any other country on earth, including the United States for 
which a balanced budget only in the sum of $77 billion for the fiscal year 
1960 is announced by President Eisenhower. In the absence of Con- 
gressional changes, this budget, by comparison, provides for higher 
expenditures than ever before in time of peace for national defense. 
Some reductions in expenditures are, to be sure, contemplated, result- 
ing from the termination of temporary programs in agriculture, unem- 
ployment, insurance and housing. The budget requests, however, 
increased receipts from higher postage rates and gasoline taxes, and 
new user charges for government services. 

A comparison and contrast of the Soviet and the United States 
budgets are bound to be misleading for various reasons. The official 
Russian rate of exchange is four rubles to the dollar, but the ruble is 
much overevaluated at this rate. Tourists in Russia are given by 
Intourist ten rubles to the dollar, and in the unofficial international 
currency exchange, the ruble is worth about 27 to the dollar. Further- 
more, the Russian budget provides for the income and outgo of the entire 
hierarchy of governmental units of which there are about 80,000 regions 
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and localities. Most important of 
all, in the Soviet system, unlike that 
of the United States, the entire eco- 
nomic life of the country is included 
because of its state capitalistic 
operations. 

The author now addresses himself 
to the harrassed United States tax- 
payer with a federal, progressive in- 
come tax rate varying from 20 per cent 
to 91 per cent, and oppressive gift, 
estate and local taxes to boot, to ap- 
prise him for his comfort or dis- 
pleasure of the lot of the Soviet 
taxpayer. 

Soviet economic planning is headed 
by the State Planning Committee 
(Gosplan), which forms part of the 
U.S. S. R. Council of Ministers. Its 
plans were implemented by functional 
and regional agencies. Most Soviet 
were operated by 32 
U. S. S. R. ministries, each manag- 
ing a specific industry. In 1957, all 
but the Atomic Energy Commission 
were decentralized due to the failure 
of the local factories and mines to 
cooperate. The center of manage- 
ment thus transferred to the 
regional economic councils. 


economics 


was 


The primary source of revenue for 
the Soviet Union is the sales tax. 
This type of taxation works an 
undue hardship on the low income 
taxpayers and is in conflict with the 
true communist doctrine “for each 
in accordance with his needs,” yet 
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is employed because it is preferable 
in the U. S. S. R. to the use of a 
progressive income tax, which is the 
vogue in most democratic countries. 
Revenue from a sales tax can be 
more readily collected because it is 
levied on the much fewer govern- 
ment industrial agencies than on the 
millions of individual taxpayers. Be- 
sides, unlike a direct progressive in- 
come tax, a sales tax is less painful 
since it is levied at the manufacturers’ 
level and its identity is concealed to 
the consumer and retailer. Further- 
more, it is feared that a direct pro- 
gressive income tax program would 
discourage the productivity of the 
Russian worker as it does in the 
United States notwithstanding the fact 
that the average American taxpay- 
er’s standard of living has risen to 
an all-time high during the last two 
decades when we were concurrently 
subjected to the highest income tax 
rates in our history. 


This sales commodity tax is of the 
turnover variety which has the effect 
of compounding the ultimate sales 
price to the consumer depending on 
the planned consumer goods market 
and on the number of intermediary 
government agencies. This tax alone 
yields more than 50 per cent of the 
government’s annual revenue. 


Next in importance from the stand- 
point of revenue is the profits tax on 
the various government enterprises 


TAXES —The Tax Magazine 











and a social insurance tax. These two 
taxes are responsible for about 10 per 
cent of the government’s revenue. 


There is also an income tax, but 
it yields relatively little revenue to 
the government. Its rates are as high 
as 65 per cent on incomes in excess 
of 70,000 rubles to discourage the 
“nonproductive” workers such as 
priests, physicians, lawyers, artists and 
writers. 


Productive workers are subject by 
withholding to a progressive income 
tax rate which is maximized at 13 per 


cent for those with incomes of over 
12,000 rubles. 


The farmers are subject to a compa- 
rable progressive income tax, and, to 
encoyrage collectivism, they pay about 
one half of the rate of those who are 
not collective farmers. Only about 
8 per cent of the Soviet budget is 
discharged from this direct tax. 


Another source of revenue for the 
U.S. S. R. is the sale of government 
bonds. The workers are prompted 
by patriotic pressure to acquire, also 
by withholding, their respective allot- 
ments, which amount to about one 
month’s earnings. The bonds are non- 
interest bearing and are inconvertible 
20-year issues, except for about 1 per 
cent of the subscribers who are fortu- 
nate to win annual interest-paying 
lottery prizes. Due to inflation, forced 
bond conversions with reduced inter- 
est rates and deferred due dates were 
effected in the years 1930, 1936 and 
1938. Then in 1947 the principal of 
these bonds was converted at the rate 
of three old for one new bond. These 
bonds provide only about 2 per cent 
of the Soviet Union’s annual revenue. 


There are taxes also on childless- 
ness, amusements, gas, water, elec- 
tricity, firewood, trolley and bus fares, 
land, buildings, industrial profits, handi- 
craft and consumer cooperatives and 
collective farms. 


Russian Tax System 


The gravity of the tax burden of 
the Soviet worker can best be deter- 
mined by the purchasing power of 
his earnings in rubles, rather than by 
rates of exchange. 


Top bureaucrats, professors, engi- 
neers and artists earn as much as 
between 3,500 and 5,000 rubles per 
month, and live as well as the United 
States $2,000 per month business ex- 
ecutive. The average skilled worker 
earns, on the other hand, about 400 
rubles per month despite the com- 
munist doctrines of economic equality 
and “everyone according to his needs.” 
The unskilled worker earns even less, 
that is, 150 rubles per month plus 
bonus. Department store managers 
earn 800 rubles per month; and plant 
managers, 3,000 rubles per month 
plus bonus. 

Soviet workers have a work week 
of six days of around 46 to 48 hours, 
pensions and paid vacations, and their 
wages are subject to tax and govern- 
ment bond purchase withholding. 

Women perform manual activities, 
such as bricklaying and street-clean- 
ing, just like men, and earn as much 
as the latter. 


Rents for average workers’ living 
quarters in cities and towns are inex- 
pensive, but they are excessive for 
the facilities they provide. The aver- 
age worker pays 30 to 55 rubles per 
month for a one-room flat with shar- 
ing kitchen and toilet privileges with 
one or more tenants. 

Similarly, food in the cities is poor 
in quality but relatively inexpensive. 
Black bread and potatoes are plenti- 
ful, but vegetables and meats, particu- 
larly of the better grades, are scarce. 


Consumer goods, by comparison, 
are very expensive, poor in quality 
and limited in amount. Men’s shoes 
cost about 400 rubles and are the 
equivalent of the United States $12 
quality. A man’s suit of clothes com- 
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mands about 1,700 rubles and would 
retail at about $60 in a New York 
City store. 

Other consumer goods are procur- 
able when available in Soviet govern- 
ment stores at the following prices: 


sweater, 2,250 rubles; dress, 300 


rubles; socks, 50 to 100 rubles; child’s 
coat, 500 to 800 rubles. 


Thus, the United States taxpayer 
must conclude that the Soviet taxpayer 
is more heavily taxed and has a much 
lower standard of living then he.* 


[The End] 


BASIC PLANNING PRINCIPLES IN QUALIFYING LIFE INSURANCE FOR 
THE MARITAL DEDUCTION—Continued from page 730 


there should be no qualification what- 
soever for the marital deduction be- 
cause, by so doing, the estates achieve 
the nice balance of 1-1; whereas if 
there were maximum qualification at 
the first death, you would be getting 
% plus 1%, and, according to the 
arithmetic applying to a progressive 
tax, % plus 1% is more than 1 plus 1. 


The other school would say that 
sheer arithmetic is sometimes mis- 
leading and that half a bird in the 
hand may be worth more than even 
an apparently bigger half bird in the 
bush. Explicitly, they would say, first, 
that when a tax is saved at the first 
death, the income on the saved tax is 
available to use for the benefit of the 
surviving spouse during her entire 
remaining lifetime; second, that with 
careful planning the half that quali- 
fies for the marital deduction may be 
so arranged as to be wasted or used 
up during the after-lifetime of the 
survivor, and thus not add any ad- 
ditional tax whatsoever at the second 
death; and, third, that the survivor 
may have an opportunity to make 
gifts during her after-lifetime so as 
to get rid of a considerable part of 
what would be taxed at her later 
death. 

Any way you look at it, there is a 
balancing of the risks and costs. But 





*Franklyn D. Holzman, Soviet Taxation: 
The Fiscal and Monetary Problem of a 
Planned Economy (Cambridge, 1955) ; Frank- 
lyn D. Holzman, “Soviet Budget, 1928-1932,” 
6 National Tax Journal 226 (September, 
1953); Franklyn D. Holzman, “Taxes and 
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if a wife is reasonably young and 
healthy, and if the value of her own 
property is not too great a multiple 
of the husband’s, the odds are in 
favor of having the husband take the 
maximum marital deduction. I am 
indebted to my fellow lecturer, Irving 
Friedman, for strengthening my opin- 
ion on this. 


However, this relies on the wife’s 
living long enough after the husband 
to make the gamble worthwhile; 
and if it should turn out that she 
should survive him by only a short 
period of time, it would be better to 
forfeit the marital deduction. Thus, 
we would save a tax in the wife’s 
estate at a higher bracket than the 
husband’s would reach without the 
deduction. 

When we arrange for this type of 
overqualification, we will seriously 
consider the use of a six-months time- 
delay clause by which the wife will 
come into possession of any general 
power only if she survives the in- 
sured by six months. (We wish we 
could make it longer, but we can’t if 
we are to get the deduction at all.) 
We can give her the right, in the 
meantime, to the income, but we will 
be careful that she will not possess 
a right of withdrawal or commu- 
tation, or a right to revoke contin- 


Standard of Living In The U. S. S. R.: 
Postwar Developments,” 10 National Tax 
Journal 138 (June, 1957); Mikhail V. Con- 
doide, The Soviet Financial System: Its De- 
velopment and Relations with the Western 
World (Ohio State University, 1951). 
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gent beneficiaries, until the six-month 
period has elapsed. 


Bear in mind that whenever the 
wife owns insurance on the husband’s 
life, even though she has no other 
property, you have the problem that 
I have just discussed. It is perhaps 
difficult to believe, but I have seen 
insurance issued with the wife as 
owner and then, to achieve a balance, 
the marital deduction foregone at the 
insured’s death, with a net total re- 
sult no better than if the insurance 
had been owned by the insured and 
had been effectively planned for the 
marital deduction. Furthermore, and 
with no balancing or other planning, 
wife-owned insurance can possibly 
create more aggregate tax liability 
than if the insurance were owned by 
the insured himself. Wife-owned in- 
surance is not a substitute for careful 
planning—it intensifies the need for 
such planning if it is to afford its tax 
economies. 


Pension or Profit-Sharing Plans 


Let’s take a quick look at qualified 
pension or profit-sharing plans. Care 
should be taken that any death bene- 
fits under such plans, including the 
proceeds of any insurance policy 
issued to the trustee of a qualified 
trust, are payable to a named bene- 
ficiary—not payable to, or for the 
benefit of, the participant’s estate. In 
a noncontributory plan, this means 
that none of the death benefit will be 
included in the gross estate of the 
participant for federal estate tax pur- 
In a contributory plan, only 
a fraction of the death benefit will 
be includable. Thus, this is property 
which should usually be so set up as 
not to be taxed in the wife’s estate 
when she dies second. 


poses. 


In a noncontributory plan, there 
can be no marital deduction because 
the value of the death benefit is not 


Marital Deduction 


included in the gross estate of the 
participant—so keep it out of the 
wife’s estate when she dies second. 
In a contributory plan, only a fraction 
of the death benefit can get the ad- 
vantage of the marital deduction be- 
cause only a fraction is included in 
the gross estate; and having every- 
thing included in the wife’s estate 
when she dies second will usually be 
too high a price to pay for a marital 
deduction at the participant’s death 
on only part of the value of the bene- 
fit. Other property should be used 
for the deduction. 


A revocable living trust, or several 
such trusts, will frequently be an ideal 
vehicle for the beneficiary of a quali- 
fied plan, due to the ability to push 
estate tax liability ahead to some suc- 
ceeding generation. Also, with a trus- 
tee to receive the death benefit in one 
sum, the obtaining of the exclusion 
for a $5,000 employee death benefit 
and capital-gain treatment are assured 
even though, for human or tax rea- 
sons, the participant has provided for 
deferred distribution to the trust bene- 
ficiaries. If the human situation per- 
mits the use of several trusts in place 
of one, this may be desirable in order 
to get several low-bracket taxpayers 
for income tax purposes—an advan- 
tage not to be scorned even though 
capital-gain treatment is available. 


Conclusion 


To the insurance agents present, I 
urge that no attempt be made to plan 
insurance proceeds apart from plan- 
ning the disposition of other assets 
that will be included in the gross 
estate. The lawyer who planned the 
whole estate should be brought into 
the picture whenever any change is 
to be made in the disposition of the 
insurance, or new insurance is to be 
procured, by whomever owned. 


To you lawyers present, I also give 
a caution. Don’t try to plan an es- 


735 





tate and draw a will without knowing 
every asset that will be included in 
the gross estate, particularly with- 
out knowing what insurance there is. 
Consider the provisions of the insur- 
ance policies as an integral part of 
your over-all plan. You can’t plan 
just one estate if you are going to 
use the marital deduction. There are 
always two estates and, probably, two 
wills. 

Finally, all of you, watch your 
magic. And I don’t mean parlor or 


stage magic. I mean old-fashioned 
Merlin magic. Good magic always 
depends upon using the right magic 
formula and the correct magic incan- 
tation. 


In no field so much as in the field 
of taxation can it be so tragically 
true that “the spirit killeth but the 
letter giveth life.” So always re- 
member that if Merlin had one word 
wrong in his incantation—whammo! 
the magic didn’t work. [The End] 


TAX-WISE NEWS—Continued from page 668 


bers. Some of them urged him to run 
for election for the club’s board of 
governors, and in doing so, he incurred 
certain expenses. These clients were 
responsible for 35 per cent of his firm's 
fees, and the firm’s business and fees 
increased following his election. He 
contended that the expenses incurred 
in his campaign were ordinary and 
necessary, and were directly and proxi- 
mately related to the conduct of his 
law practice. 

The Tax Court could not see it that 
way. “We recognize that the running 
for, and holding of, office in both public 
and social organizations is not uncom- 
mon among lawyers. We also realize 
that through election to office a lawyer’s 
reputation may be enhanced and his 
business ‘contracts’ increased.” The 
court pointed out that most of the 
members who favored the lawyer's 
election were already clients of the 
firm.—Charles D. Long, CCH Dec. 
23,622, 32 TC —, No. 46. 


Special Agents 


“What's so special about a special 
agent? Simply that his only job is 
to try to make a criminal tax case.” 
So writes Leslie H. Wald, an attorney 
and a former member of the Enforce- 
ment Council, Chief Counsel’s Office, 
Internal Revenue Service, in the May, 
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1959 issue of the Western Business 
Review. 

The substance of this article is a 
warning to the taxpayer and his coun- 
sel to be alert when the special agent 
arrives. To support his suggestions, 
Mr. Wald quotes from a manual of 
instructions written for agents: 


“When the agent has completed 
the preliminary background on his 
taxpayer, he should then contact the 
taxpayer, informing him that a routine 
examination of his tax return is being 
made .... 

“Be cautious and alert and cultivate 
the confidence of the taxpayer with- 
out tipping your hand as he may 
cooperate to some degree with you, 
but if he finds out that you are on 
his trail, he may clam up, and from 
then on your job will be much more 
tedious and a lot of harder work is 
ahead of you.” 

Based upon the premises that the 
agent is there to prove fraud and that 
everything the taxpayer says and 
everything the agent looks at is being 
irreversibly written down and pre- 
served, Wald concludes: 

“Don’t plunge in guessing and grop- 
ing, taking a position on cooperation 
or noncooperation; instead, preserve 
the status quo without taking any 
irreversible steps in any direction, 
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pending competent scrutiny of the 
case.” 

Just how does one go about pre- 
serving the Status quo? Wald recom- 
mends, first, that all contact between 
the taxpayer and the agent be cut 
off; second, that all contact between 
the taxpayer and his accountant be 
cut off (since such communications 
are not privileged); and, third, that 
all books and records belonging to 
the taxpayer be immediately put in 
the hands of the taxpayer or his 
counsel. 

“When all steps are taken to pre- 
serve the status quo, then the lawyer 
must start working to develop the 
facts on which decisions will be in- 
telligently made with respect to co- 
operation. The lawyer must find out 
precisely what happened before he 
got into the case; what’s the tax- 
payer’s full story; who are the im- 
portant witnesses who will have to 
be interviewed as soon as possible; 
and what evidence is available to 
agents without access to taxpayer or 
his records.” 

At this point, Wald recommends 
that accounting be undertaken. How- 
ever, since the communications be- 
tween an accountant and his client 
are not privileged, care must be taken. 


PAYING FAMILY EXPENSES AND 
Continued from page 696 


A saving of $3,041.47 is effected in 


estate taxes. An additional estate tax 
saving is achieved since the income of 
the trusts do not add to the growth of 
the grantor’s estate (assuming that 
he would not spend all of the in- 
come.) To recapitulate, taxpayer, 
during his ten-year life after creation 
of the trusts, saved $24,200 in income 
taxes and $3,041.47 in estate taxes for 
a total of $27,241.47 at the cost of a gift 
tax of $153. 


Tax-Wise News 


The choice as between a new account- 
ant or the usual one engaged by the 
taxpayer rests entirely on the facts 
of the case. 


After the facts have been explored, 
a decision must be made concerning 
cooperation. “A pragmatic approach 
is the usual one, cooperating on this, 
but not on that. It is not an all or 
nothing affair. In any case, on 
all exchanges of information the agents 
deal through you, the lawyer, and 
at the very least, you are in contact 
with them and following through on 
what they are doing and asking.” 


Finally, Wald mentions certain things 
which the accountant must bear in 
mind, since he is probably the first 
person contacted by the agent. He 
suggests that the accountant be aware 
of (1) an impulse to carry over into 
this situation his habits of thinking 
and doing in an ordinary field audit 
(such as advocating “openly going 
over everything with the agent’), 
2) the fact that he has a “duty to 
both sides” (the IRS and the tax- 
payer) and (3) an impulse to “wait 
and see” (since “It’s always serious 
when a special agent is involved and 
the longer the contact with agent 
without representation, the fatter the 
government’s chances of a case’). 


SAVING TAXES— 


The extent of income tax savings 
and incidental estate tax savings that 
can be achieved by use of temporary 
trusts is limited only by the amount 
of income from transferable property 
a person can spare and the number 
of years he can spare it. Since trust 
income can be put to practical family 
use, such as paying college tuition 
bills, the trust need not be created 
for purely altruistic purposes. 


[The End] 
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WASHINGTON TAX TALK 


Opposition to increase in federal gasoline tax . . . Outline of 
study for federal tax law reform . .. Criminal expenditures. 


HERE IS LITTLE CHANCE for Congressional action this year 
on the President’s request for an increase in the federal gasoline 
tax from the present 3 cents per gallon to 4% cents. 


Chairman Mills of the House Committee on Ways and Means 
has voiced his opposition to the proposed increase at this time, which 
effectively kills any action by his committee during this session 
of Congress. 


“The Federal gasoline tax is already at the rate of 3 cents per 
gallon,” Chairman Mills stated, “and every State in the Union relies 
heavily on the gasoline tax as a primary source of revenue to support 
its State Highway Program, The information which I have received 
is that 37 states have formally expressed strong opposition to the 
President’s proposal. I am sure that others will do so if it should 
appear that Congress is about to act. I am not aware of any highway 
user group or organization that has spoken in behalf of an increase 
in the gasoline tax.” 


Congressman Mills stated there are alternative approaches to the 
handling of the immediate financial problems relative to the Highway 
Trust Fund which are preferable to an increase in the federal gasoline 
tax at this time. Suggested alternatives: (1) Allocate more excise tax 
receipts paid by highway users to the Highway Trust Fund (these 
taxes would include excise paid on automobiles and on automobile 
parts and accessories) and (2) have the full benefit of the study 
authorized by the Highway Act of 1956, which is due before January 
3, 1961, before additional taxes are imposed on highway users. 


In his letter to Congress in April, 1959, Secretary of the Treasury 
Anderson pointed out that under existing law, apportionment of funds 
among states for interstate highways for fiscal year 1961 will be virtually 
eliminated unless the 1%-cents-per-gallon increase in highway fuel 
taxes is provided. The Treasury estimated that the additional gasoline 
tax requested by the President would result in a net increase in trust 
fund revenues of $697 million in fiscal year 1960, $848 million in fiscal 
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year 1961 and $881 million in fiscal 
year 1962. 


Federal tax reform.—Last month 
we reported that the House Commit- 
tee on Ways and Means would begin 
public hearings on November 2 to 
study the federal tax laws with an 
eye toward reform. Following is the 
outline of the study which the com- 
mittee will undertake: 


I. Major Objectives of and Guides 
for Tax Reform 

(A) Appraisal of the present fed- 
eral income tax system from the point 
of view of (1) equity and fairness, 
(2) progression in the distribution of 
tax burdens, (3) allowing free play of 
the market in allocating resources, 
(4) providing a climate for economic 
growth and (5) ease of taxpayer com- 
pliance and administration of the law. 

(B) Extent to which these objec- 
tives would be better served by fed- 
eral individual and corporation income 
taxes with broader, more uniform 
bases and lower rates than at present. 


(C) Extent to which the federal 
government should rely on individual 
and corporation income taxes com- 
pared with other kinds of taxes in the 
light of these objectives. 


II. Size and Characteristics of the 
Present Individual and Corporation In- 
come Tax Bases 

(A) Kinds and amounts of income 
not fully subject to ordinary income 
tax rates by virtue of exclusions, de- 
ductions or special treatment. 

(B) Size of individual and corpora- 
tion tax bases if a workable definition 
of taxable income meeting the stand- 
ard of uniformity in tax treatment 
were fully implemented in the tax law. 

(C) Extent to which tax rates could 
be reduced without loss in revenue, 
using revised tax bases. ’ 

III. Specific Features of the Individ- 
ual and Corporation Income Taxes 


Washington Tax Talk 


Among the topics which witnesses 
will examine are those listed below. 
This examination will be in the light 
of the criteria stated above. 


(A) Individual income tax exclu- 
sions: (1) sick pay, (2) scholarships 
and fellowships, (3) income in kind, 
(4) imputed rent and interest, (5) 
government transfer payments, such 
as unemployment compensation, work- 
men’s compensation, etc., other than 
retirement benefits and (6) other ex- 
clusions, including income earned 
abroad. 


(B) Itemized deductions for per- 
sonal expenses and standard deduc- 
tions: (1) interest, (2) taxes, (3) 
medical expenses, (4) contributions, 
(5) care of certain dependents, (6) 
casualty losses, (7) other itemized de- 
ductions and (8) standard deduction. 


(C) Treatment of family income: 
(1) per-capita personal exemptions, 
including additional exemptions, (2) 
dependents’ income and exemptions 
and (3) joint returns and income 
splitting, head of household, and the 
application of taxes in community- 
property-law states compared to com- 
mon-law states. 


(D) Retirement income credit. 


(E) Treatment of fluctuating in- 
come. 


(F) Compliance and enforcement 
problems: (1) under-reporting of in- 
terest, dividends, other types of prop- 
erty income, wages, salaries, etc., and 
(2) audit procedures and control, and 
simplification of tax returns. 

(G) Exclusions from individual and 
corporation gross income: (1) inter- 
est on state and local government ob- 
ligations, including public housing 
bonds and industrial development 
bonds and (2) other exclusions, such 
as income earned within United States 
possessions, income from discharge of 
indebtedness, etc. 
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(H) Business expense deductions: 
(1) depreciation, (2) depletion, and 
exploration and development costs, (3) 
research and development costs and 
(4) other trade and business expenses, 
including entertainment expenses. 

(1) Treatment of dividends, 

(J) Treatment of capital gains and 
losses. 

(K) Accounting provisions. 

(L) Retirement and other em- 
ployee benefit plans (public and pri- 
vate), including tax treatment of em- 
ployers’ and employees’ contributions, 
pension trust earnings, benefits, stock 
options, etc. 

(M) Special problems in corpora- 
tion income taxation: (1) mutual 


financial companies (savings banks 
and savings and loan associations), 
(2) cooperatives, (3) life and fire and 
casualty insurance companies, (4) 
companies earning income abroad, (5) 
business income of exempt organiza- 
tions, (6) corporate distributions and 
adjustments, (7) corporations im- 
properly accumulating surplus, (8) 
personal holding companies and (9) 
regulated investment companies. 


(N) Other income tax problems: 
(1) income tax treatment of estates 
and trusts and (2) income tax treat- 
ment of partnerships and partners. 


IV. Income Tax Rates 


(A) Individual 
and rate structure. 


income tax rates 


“Today's speaker will limit himself to refresher material; and in order not 
to jeopardize your tax deductions, the printed program states that this 
meeting won't extend your knowledge beyond what you already know." 
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(B) Corporation income tax rates 
and rate structure. 


The Department of Justice 


Criminal expenditures. — Should a 
taxpayer be permitted, for federal 
income tax purposes, to deduct ex- 
penses of operating a business which 
is illegal under federal and state laws? 
The Supreme Court held in the affirm- 
ative in Commissioner v. Sullivan, et al., 
58-1 ustc J 9368. The taxpayers were 
entitled to a business deduction for 
amounts paid for rents and salaries, 
even though they operated a gambling 
enterprise illegal under the laws of the 
State of Illinois. To overcome the 
effects of this decision, the Attorney 
General has sent Congress a legisla- 
tive recommendation which would add 
a new Section 274 to the 1954 Internal 
Revenue Code on “Criminal Expendi- 
tures.” This new Code section, if 
enacted into law, would disallow de- 
ductions from gross income from the 
operation of a business which is illegal 
under federal or state laws. 


Congressman Cramer of Florida has 
introduced H. R. 7394 in the House 
which contains the recommendations 
of the Department of Justice. 


Speeding up disposition of tax 
cases.—In an effort to increase the 
amount of tax settlements and to re- 
duce the time necessary to handle tax 
cases, the Assistant Attorney General 
in charge of the Department of Jus- 
tice’s Tax Division has redelegated 
his authority to compromise, settle 
and close claims in tax cases assigned 
to the Tax Division. 


This redelegation was made by Tax 


Division Directive No. 1 (CCH 
STANDARD FEDERAL TAX Reports (1959 
Ed.), § 6935) to the first and second 
assistants to the Assistant Attorney 
General and to the chief of the Tax 
Division’s Compromise Section, to 
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accept offers in compromise in all 
cases where the gross amount of the 
original claim does not exceed 
$100,000, and refunds not in excess of 
$50,000; to approve administrative 
settlements not exceeding $10,000; to 
close civil claims asserted by the gov- 
ernment in all cases in which the 
gross amount of the claim does not 
exceed $10,000; and to reject offers 
in compromise in whatever amounts. 
However, this authority redelegated 
can be used only if the proposed dis- 
position of a claim is unopposed by 
the agency or the United States attor- 
ney concerned or by the chief of the 
section to which the claim is assigned. 


This is the first time the Assistant 
Attorney General of the Tax Division 
has redelegated his authority. The 
Department of Justice emphasized 
that this redelegation does not repre- 
sent a change in its settlement policy, 
but is designed to speed up the dis- 
position of tax cases pending in the 
federal courts. Since 1953 the Tax 
Division has cut in half the time 
required to handle an average tax case 
in the courts, and requests for exten- 
sions of time to file briefs have been 
reduced considerably. 


To further speed up the disposition 
of tax cases in the federal courts, the 
Attorney General has instructed the 
United States marshals to obtain six 
copies of the summons and of the 
complaint from counsel for the plain- 
tiffs in tax refund suits. The previous 
requirement was three copies. These 
six copies will permit the government 
to promptly notify the United States 
attorney, the district director of in- 
ternal revenue involved and the In- 
ternal Revenue Service as to the suit 
for refund filed, and will permit the 
Department of Justice to have its re- 
ply brief ready for the court within 
the prescribed time, thereby avoiding 
the necessity of asking the court for 
an extension of time. 
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STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 
administrative rulings. This department's scope includes the following 
types of taxes: income, sales and gross receipts, property, gasoline, 
insurance company, utility, franchise, severance, and inheritance and 
estate. Most items are adapted from CCH reports on state and local taxes. 


S A RESULT of the Supreme Court decisions in the Stockham 

Valves and Northwestern States Portland Cement cases, interstate 
business faces new corporate income tax liabilities. There are 35 
states (plus the District of Columbia) which levy a direct net income 
tax or a privilege or franchise tax measured by net income. Of these, 
the following 29 states levy a direct income tax and as such are 
directly affected by the Supreme Court decisions: Alabama, Alaska, 
Arizona, Arkansas, California, Colorado, Delaware, Georgia, Idaho, 
Iowa, Kansas, Kentucky, Louisiana, Maryland, Minnesota, Mississippi, 
Missouri, New Mexico, North Carolina, North Dakota, Oklahoma, 
Oregon, Pennsylvania, Rhode Island, South Carolina, Tennessee, Utah, 
Virginia and Wisconsin. 

The Senate Select Committee on Small Business is apparently 
much concerned over the increasing burden of state income taxes on 
corporations engaged in interstate commerce. The committee has just 
released a report on its hearings into the situation caused by the 
Supreme Court decisions. It calls for legislation limiting the power 
of the states to tax the earnings of interstate businesses and establishing 
a commission on state taxation of interstate commerce. The com- 
mittee proposes that “no state or political subdivision thereof shall 
impose a tax upon the income of any business engaged in interstate 
commerce for any taxable year unless, during such year, such business 
has maintained a stock of goods, an office, warehouse, or other place 
of business in such State or has had an officer, agent, or representative 
who has maintained an office or other place of business in such State.” 
The commission, which would be appointed by the President, would 
study the problem and then formulate and recommend legislation to 
the Congress for the establishment of uniform standards which the 
states would be required to observe in imposing such taxes. 
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There is little doubt that the com- 
mittee is right in believing that busi- 
ness needs tax relief. Our cover this 
month illustrates, however, that as a 
percentage of national income, federal 
taxes have increased in recent years 
at a higher rate than have local and 
state taxes. 


In this connection, the committee 
might very profitably read a recent 
publication released by the Joint 
Economic Committee of the Congress 
entitled The Federal Revenue System: 
Facts and Problems 1959. Perhaps 
it might then conclude that a limi- 
tation was also needed on federal 
taxes. Such a position is well sup- 
ported by the facts contained in one 
chapter of this report, “Federal-State- 
Local Government Fiscal Relations,” 
in which it is stated: “With the 
exception of general sales, property, 
and motor-vehicle license taxation, 
all of the broad categories of reve- 


nue devices are employed at each 
level of government. In fact, over 80 
percent of all governmental revenue 
in the United States is obtained from 
types of taxes employed by two or 
more levels of government.” 


With such overlapping of taxes, it 
is difficult to see how a limitation on 
state taxes without a corresponding 
limitation on federal taxes would 
effectively give much tax relief to 
business. This is not unlike the situa- 
tion which would have existed if Moses 
had been content merely to have 
Pharoah permit his slaves to have 
straw again with which to make bricks, 
rather than to seek their release from 
slavery. 


Two solutions to the problem of 
overlapping taxes noted in the Joint 
Economic Committee report are the 
use of tax credits as well as deduc- 
tions. Even these are not always 
very effective. For example, the 
Senate Select Committee on Small 
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Business reports: “Further indirect 
costs of compliance arise when it is 
realized that, in many cases, what 
one state gains, another state loses 
by the very nature of the apportion- 
ment system. To cap it off, all costs 
of compliance are legitimate expenses 
and can be deducted from the income 
which can be taxed by the federal 
government. Thus, it may cost busi- 
ness A $100 to pay a $25 tax bill to 
state B, but the $25 will be deducted 
from its home state’s tax take, and 
the federal government may assume 
as much as $52 of A’s costs, Certainly, 
large amounts of economic waste are 
involved in such a mutually defeating 
situation.” 


The committee proposals are now 
in the hands of the Senate Finance 
Committee, and the chairman of the 
House Judiciary Committee has an- 
nounced an appointment of a special 
subcommittee to study the same prob- 
lems and hold more hearings. 


Multistate taxation of income de- 
from interstate 
unquestionably a weight, perhaps an 
unbearable one, on the shoulders of 
business. However, it is open to ques- 


rived commerce is 


tion whether limitation on state tax 
powers alone will, in the long run, 
benefit business to any great extent. 


Atlantic States 


Income taxes.—Delaware has ap- 
proved an amendment to the state consti- 
tution that would void any law that 
would retroactively increase personal 
income tax rates (H. B. 131, approved 
May 21, 1959—approval of the next 
general assembly is also required for 
adoption). In an economy measure, 
the state has decided not to send re- 
ceipts to taxpayers who pay by check 
unless a receipt is specifically requested 
(S. B. 9, approved and effective April 
20, 1959). 
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The District of Columbia Tax Court 
has held that income taxes assessed 
a partner after the statute of limi- 
tations has run may be recouped from 
one half the refund of franchise taxes 
for the same years due the partner- 
ship. The refund of franchise taxes 
due the partnership resulted from a 
1957 decision of the district tax court 
that the partnership’s claims for re- 
funds of taxes assessed against it as 
an unincorporated business were erro- 
neously denied. Following this de- 
cision, the district taxing authority 
assessed the taxpayer for deficiencies 
in his personal income tax for the 
years for which the refunds of fran- 
chise taxes were due the partnership 
and deducted these deficiencies from 
the taxpayer’s share of the franchise 
tax refunds. The taxpayer did not 
contest the deficiency assessments but 
claimed that the deficiencies were 
uncollectable because of the running 
of the three-year statute of limitations. 
The tax court said that had not the 
avenue of recoupment been available 
the district could not have collected 
the tax deficiency. Recoupment was 
held available, however, under the 
decision in Stone v. White, 37-1 ustc 
{ 9303, 301 U. S. 532, and it mattered 
not that the two taxes were different 
or that the taxpayers were not the 
same. Another facet of the case merits 
attention. The partnership had also 
paid under protest in two prior years 
an erroneous assessment of taxes 
against it as an unincorporated busi- 
ness. Because of the running of the 
statute of limitations these were not 
refundable to it under the 1957 de- 
cision of the district tax court. The 
court considered whether the taxpayer 
had the right of set-off against the 
assessed income tax deficiencies of 
one half of the erroneous assessment 
of the franchise tax in the two previ- 
ous years but concluded that he did 


not. A note of disillusionment crept 
into the court’s opinion. It said that 
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whereas its first impression was that 
“the right to recoupment was ‘a two- 
way street’, so to speak” and was 
based on concepts of fairness, “that 
does not seem to be so.” (Beall v. 
District of Columbia, CCH District of 
Columbia Tax Reports { 14-137.) 


Maryland has changed its basis for 
taxing the income of a new resi- 
dent arriving during the taxable year 
from a proportionate amount of the 
taxpayer’s entire income for the year 
to the actual income earned after 
becoming a resident (Ch. 482, appli- 
cable to the full calendar year 1959 
or to a fiscal year to the extent end- 
ing in 1959 and for each year there- 
after). 


After conferring with New Jersey 
legislators, New York Governor Rocke- 
feller has indicated he will recom- 
mend to the next session of the New 
York legislature that some personal 
income tax relief be given to non- 
residents who work in New York. 


Property taxes.—According to a 
new law, Maryland persons or corpora- 
tions claiming local tax exemptions 
granted by federal law may file refund 
applications with the collector of any 
county or Baltimore City after first pay- 
ing their full tax bill (Ch. 603, effective 
June 1, 1959). The Maryland tax rate 
for 1960 has been set at 14.75 cents per 
$100 of assessable property (Ch. 615, 
effective June 1, 1959). Also in Mary- 
land, tobacco stored in the state to- 
bacco warehouse is exempt from state, 
county and city taxation (Ch. 639, 
effective June 1, 1959). 


The value of an admonition to “put 
it in writing” is borne out in two 
recent decisions of the Massachusetts 
Supreme Judicial Court. On April 
13, in Atlantic Refining Company v. 
Commonwealth, CCH Massachusetts 
Tax Reports {] 200-088, the court held 
that where, under a lease of common- 
wealth property, payment of personal 
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property taxes by the lessee was pro- 
vided for, but not payment of real 
property taxes, the lessee is not liable 
for the real property taxes and may 
recover them from the commonwealth. 
On April 29, in Gloucester Community 
Pier Association, Inc. v. Dehydrating 
Process Company of Gloucester, Inc. & 
Another, CCH Massachusetts Tax Re- 
ports {| 200-087, the court held that 
two sublessees of the lessee of prop- 
erty from the commonwealth (the 
sublessees erecting buildings which 
became the property of the common- 
wealth) were not liable for the pay- 
ment of taxes upon the land or buildings 
since there was no agreement between 
the sublessor or the sublessees that 
each should pay a part of the tax. 
The sublessor was liable for the taxes, 
and not only could the sublessees 
withhold from their rents the amount 
of the taxes paid by them to the city 
but they could recover in an action 
against the sublessor the amount by 
which the taxes exceeded the rent. 


Sales and gross receipts taxes.— 
A Maryland tax ruling requires per- 
sons selling and installing sod, decora- 
tive trees and shrubs to segregate the 
retail price from the _ installation 
charge or face having the entire con- 
tract price, including the installation 
charge, subjected to the sales tax. 
The state legislature has cut from 3 
per cent to 2 per cent of the tax col- 
lected the compensation of vendors 
for collecting the sales and use tax 
(Ch. 145, effective April 1, 1959). 


Lake States 


Income taxes.—Wisconsin’s tax ap- 
peal board has ruled on the issue of 
the timely filing of a refund claim for 
state taxes following the renegotia- 
tion of a federal government contract. 
The board held that the state tax de- 
partment’s denial of the petitioner’s 
claim because it was not filed within 
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one year from the date of the rene- 
gotiation agreement with the federal 
government was in error. The re- 
negotiation agreement was merely a 
preliminary agreement and a basis for 
further negotiations, the board held; 
and the refund claim, which was filed 
within two months from the time the 
taxpayer received the federal govern- 
ment’s “Schedule of Adjustments to 
Income” computed by the IRS, was 
considered timely filed. (Carpenter 
Steel Company v. Wisconsin Depart- 
ment of Taxation, CCH Wisconsin 
Tax Reports { 200-790.) 


Property taxes.— The Minnesota 
Legislature has subjected to taxation, 
as though privately owned, leased ex- 
empt real or personal property. Where 
the leased exempt property is used for 
a public park, market, fair grounds, 
airport, port authority, municipal audi- 
torium, municipal museum or municipal 
stadium, however, the exemption 
continues. Further, this tax on the 
users of exempt property shall not 
apply to federal property for which 
payments in lieu of taxes are made, 
exempt property leased for transmis- 
sion lines and property presently 
owned by chartered educational insti- 
tutions (Ch. 1, First Special Session, 
applicable to taxes for 1959 and sub- 
sequent years). 


Midwestern States 


Income taxes.—Kansas has exempted 
dividends from banks and trust compa- 
nies and has adopted the federal provi- 
sions on sick pay and accident and health 
plans (H. B. 327, effective March 30, 
1959). The state has also provided for 
the exemption of retirement plans and 
trusts that are exempt under Section 
501(a) of the Internal Revenue Code 
(S. B. 324, effective upon publication). 


Missouri's attorney general holds 
that credit unions organized under 
state law are not exempt from income 
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taxation while those organized under 
federal law are exempt; he also holds 
that dividends paid by state credit 
unions are taxable income, as is in- 
come received from federal credit 
unions. Another opinion of the attor- 
ney general holds that dividends to a 
shareholder of a regulated investment 
company that the shareholder option- 
ally reinvests in the company for addi- 
tional stock are subject to income 
taxation. 


Property taxes.—Kansas has pro- 
vided that unpaid personal property 
taxes of the previous year must be paid 
before taxes of the current year (H. B. 
400, effective upon publication). Re- 
pealed in Kansas is the provision for 
assessment of the stock and property 
-of diversified management companies 
under Section 5 of the Federal Invest- 
ment Company Act of 1940 (S. B. 12, 
effective March 27, 1959). 


A claim for refund of Nebraska taxes 
paid as a result of clerical error may 
be filed within six months after pay- 
ment, rather than within 30 days as 
formerly (L. B. 300, effective 90 days 
after adjournment). 


The South Dakota Supreme Court 
has held that if city and county as- 
sessors use a specific formula in de- 
termining true and full value—as they 
did in the case producing the decision 
—the formula must be sufficiently 
flexible to reflect actual value in each 
particular case. Objected to by the 
taxpayer hotel was an assessment 
based upon the replacement costs less 
depreciation. The hotel showed that 
the assessing authorities failed to 
consider functional depreciation and 
obsolescence. (Sheraton-Midcontinent 
Corporation v. County of Pennington 
et al., CCH South Dakota Tax Re- 
ports {| 200-051.) 


Sales and gross receipts taxes.— 
Kansas banks which claim exemp- 
tion from any Kansas sales or com- 
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pensating tax will not be designated 
as a depositary of state funds (H. B. 
200, effective upon publication). 


Pacific States 


Excise taxes. — Washington’s basis 
for taxing cigarettes has changed. The 
base rate has been set at 1% mills per 
cigarette, the additional school bond tax 
rate has been changed to one-half mill 
and the additional veterans’ bond tax 
rate to one mill per cigarette. The rates 
add up to six cents per pack. (Ch. 
270, Ch. 271 and Ch. 272, all effective 
June 11, 1959.) 


Southern States 


Income taxes.—The Georgia Depart- 
ment of Revenue says it does not 
intend to follow the federal law per- 
mitting stockholders of small corpo- 
rations to elect to be taxed as a 
partnership. 


A decision of the Mississippi Su- 
preme Court upheld the deductibility 
by a foreign corporation of its interest 
expense (Monaghan v. Reliance Manu- 
facturing Company, CCH Mississippi 
Tax Reports {[ 200-104). 

Insurance company taxes.—A new 
Arkansas insurance code requires for- 
eign insurers to pay a premium tax 
of 2% per cent on life and disability 
insurance, 2 per cent on all other 
insurance except 4 per cent on wet 
marine and foreign trade insurance 
and 1 per cent on hospital and medical 
service corporations (Act 148, effec- 
tive January 1, 1960). 

Excise taxes.—South Carolina has 
suspended its tobacco products tax 
for one year (from July 1, 1959 to 
June 30, 1960) and, in lieu thereof, 
raised its cigarette tax from three to 
five cents per pack and also raised 
rates on cigars in various classifica- 
tions (H. B. 1215, effective April 20, 
1959). 


TAXES —The Tax Magazine 











Three new books of interest are reviewed this month: 


BOOKS 


Federal Budget and Fiscal Policy, 1789-1958; Sale- 


Leasebacks and Leasing in Real Estate and Equipment 
Transactions; Wormser's Guide to Estate Planning. 


Public Finance 


Federal Budget and Fiscal Policy, 
1789-1958. Lewis H. Kimmel. The 
Brookings Institution, 722 Jackson 
Place, Washington 6, D. C. 1959. 337 
pages. $5. 

Lewis H. Kimmel, a member of the 
senior staff at the Brookings Institu- 
tion, has made a major contribution to 
American economic history in this 
analysis of public finance. He reviews 
the federal budget and fiscal policy 
of the United States from its begin- 
ning through 1958, from the point 
of view of government officials, econo- 
mists and the general public. He con- 
cludes: “Government is no longer 
regarded primarily as a financial 
burden, except perhaps by a small 
minority. The expenditures of govern- 
ment have come to be viewed as a 
vital component of aggregate effective 
demand. Perhaps most important is the 
modern idea that budget and debt poli- 
cies should be formulated and adjusted 
in the light of the total economic situa- 
tion. The balancing or stabilizing role of 
governmental fiscal operations is widely 
recognized.” 


According to Kimmel, a great revo- 
lution took place in American fiscal 
policy at the time of the great depres- 
sion in the 1930’s, marking an abrupt 
about-face from the traditional con- 
cepts which had thus far guided our 
national economy. He maintains that 
the former guide to our government’s 


Books 


role in the economy was the necessity 
for an annually balanced budget, 
while the newer path has been along 
the line of the assumption by govern- 
ment of the ultimate responsibility for 
the economic health of the nation. In 
this transition, Dr. Kimmel has found 
a shift from legislative control of the 
budget to control by the executive 
branch, more especially by the Chief 
Executive, 

What may be properly called a 
budget came into existence only in 
1921, but the prior history of the 
country usually showed an attempt to 
strike a balance between income and 
expenditures. 

In 1929 the “new economics” was 
beginning to make its inroads; but 
when the depression began, federal 
budget policy was still aimed at an- 
nual budget balancing as the principal 
test of sound fiscal management. 


The Hoover administration remained 
committed to a policy of debt reduc- 
tion and budget balancing. 


Kimmel’s analysis of the situation 
at the close of the Hoover era is this: 


“On the basis of traditional stand- 
ards, the federal finances were in an 
unsatisfactory condition at the close 
of the Hoover administration. In a 
little more than two years the fed- 
eral debt had increased by almost $6 
billion. The budget remained out of 
balance, despite new taxes and higher 
rates for old taxes. The depression 
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had caused additional demands for 
expenditures that more than offset 
the savings from economies in regu- 
lar expenditures. In the opinion of 
leading public officials and influential 
citizens, this situation had to be cor- 
rected or dire consequences would 
ensue.” 


Just as Franklin Roosevelt was to 
be inaugurated, this thought was in 
the ascendency: That in a period of 
economic adversity and large-scale un- 
employment there are more fundamental 
considerations than a balanced fed- 
eral budget. The immediate problem 
facing the Roosevelt administration 
was how to provide for relief and 
other emergency needs, while moving 
toward the long-range goal of a sus- 
tained recovery and permanent pros- 
perity. Never before had the federal 
government assumed the major re- 
sponsibility for turning a depression 
into recovery and prosperity ; this was 
a role not yet generally accepted. 


The Roosevelt era was one where 
two goals, perhaps not compatible, 
were being aimed at—reform and re- 
covery. Recovery was the aim of 
everyone, but the “new economics” 
had begun to win out and reform of 
the whole fiscal policy of the nation 
was simultaneously deemed necessary 
by the administration. The relief pro- 
gram and the unsatisfactory condition 
of the finances of many state and local 
governments brought some general 
acceptance to a program of federal 
borrowing, but the idea that recovery 
would be won by broad use of the 
federal credit ran directly in opposi- 
tion to traditional concepts of an 
annually balanced budget and reduc- 
tion of the debt. 


Among the theories advanced to 
support the federal deficits incurred 
during the depression was “pump 
priming.” This suggests that pump 
priming is a program of public spend- 
ing to get the economy out of a de- 
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pression and stimulate revival and 
recovery. The important part of this 
thought is that such expenditures 
come from inactive sources and do not 
represent a detraction from active 
purchasing power. Since pump prim- 
ing does not contain a program of 
debt reduction, President Roosevelt 
continued to call for a “continuing 
reduction of the national debt” after 
the third year of recovery. However, 
efficial policy began to veer away from 
literal pump priming and in the direc- 
tion of compensatory fiscal action. 


The principle of compensatory fiscal 
action is that in formulating the policies 
for governmental expenditures and 
taxes, primary attention should be 
given to the economic situation and 
existing trends. This theory stresses 
that the guiding consideration should 
at all times be the state of the economy 
rather than expediency. Kimmel sets 
this theory in the light of the 1930's: 
“The central idea was that public 
expenditures should be increased in 
order to compensate for the dearth of 
private investment, which was widely 
regarded as the one factor more re- 
sponsible for prolonging the depres- 
sion.” Compensatory fiscal action was 
viewed as embracing deficit spending, 
but with a tapering off during the 
upswing and retirement of the debt 
during prosperity. 


In summary, Kimmel states: “The 
first financial responsibility of the gov- 
ernment, according to functional finance, 
is to keep the total rate of spending 
on goods and services at the rate 
which will buy the maximum that can 
be produced at current prices. Tax- 
ing is never to be undertaken merely 
because the government needs to make 
money payments, but only when it is 
necessary to reduce private spending. 
There are just two main effects of 
taxation: the taxpayer has less money 
to spend and the government has more. 
Since the second effect can be brought 
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“My client admits that her husband furnished the twigs in the nest, 
but asks that you take into account the fact that she sat on the 
egg more than half the year and that should qualify for support.”’ 


about much more easily by printing 
the money, only the first one is im- 
portant. Government should borrow 
only when it is desirable that the pub- 
lic should have less money and more 
government bonds. The sole 
consideration guiding fiscal policy and 
decisions concerning spending and 
taxing shall be the results . . . on 
the economy.” 


In the compensatory theory of eco- 
nomics, the Roosevelt administration 
had found a satisfying rationale for 
the deficits incurred during the de- 
pression and for the concept that an 
unbalanced budget was acceptable. 
A strong exponent of this new idea 
was J. M. Keynes, who, according to 


Books 


Kimmel, “compelled economists of 
varying persuasions to reconsider their 
preconceptions concerning the role of 
public expenditures and governmental 
activities in the economy.” 


Keynes had given a new approach 
to the operation of the economy in his 
championing of the guide of effective 
demand or expenditure. Kimmel says 
that Keynes struck at the weakest 
link in traditional economic thinking 
because he considered that income is 
the primary determinant consump- 
tion and repudiated the traditional 
theory that made aggregate consump- 
tion a function of the interest rate. 


Until the recession of 1937-1938, 
Kimmel asserts, no comprehensive re- 
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covery program was formulated and 
discussed at the top level of govern- 
ment. Then a committee on monetary 
and fiscal policy set about working 
out a program using the policies of 
Keynes, which influenced the Presi- 
dent’s message of April 14, 1938. For 
the first time it became clear that “the 
federal government should do what- 
ever is necessary to bring the national 
income to a tolerable level of about 


$80 billion.” 


World War IT had a further revolu- 
tionary effect on the American economy 
and on public finance. A nation ap- 
parently unable to solve its problem 
of major unemployment was quickly 
transformed into a powerhouse of 
action. At the same time the federal 
debt rose and, correspondingly, so did 
revenues. Now taxation assumed a 
new rule as something more than a 
means to raise revenue. An excess 
profits tax was levied to prevent un- 
due profiteering from the war, and the 
entire tax structure of the country 
came under consideration as a means 
to prevent inflation. High taxes were 
used to control civilian demand, an 
idea new to our fiscal policy. 


President Truman continued the 
policies begun under Roosevelt, as 
evidenced by his statement: The gov- 
ernment, “acting on behalf of all the 
people, must assume the ultimate re- 
sponsibility for the economic health 
of the Nation.” His administration 
came to a close with a substantial 
deficit in 1952, leaving his successor 
to chart a course aimed at reducing 


the deficits and gradually bringing 
the budget into balance. Comment- 
ing on this, Kimmel says: “Though 


a balanced budget was assumed to be 
desirable, the importance of numerous 
other goals was recognized.” Kimmel 
states that the Eisenhower adminis- 
tration has employed its own concepts 
of compensatory fiscal action, particu- 
larly during the periods of recession. 
In President Eisenhower’s opinion, 


750 August, 


1959 


the federal government can play a 
constructive role in the economy and 
at the same time maintain budget 
discipline. 


Looking at the history of our fiscal 
policy, Kimmel says: “The federal 
government was not organized in such 
a manner that fiscal policy could be 
made operative and effective. Im- 
provements in both organization and 
procedures since World War II have 
made these criticisms seem less cogent 

Fiscal policy, together with 
other phases of economic policy, has 
enhanced the importance of the federal 
budget as an instrument of executive 
management. Expansion of responsi- 
bilities in the economic sphere has 
pointed up the inadequacy of tradi- 
tional budget principles such as com- 
prehensiveness, unity, and periodicity 
or annuality, which were formulated 
with legislative control in mind, The 
federal concern with economic stabiliza- 
tion has directed attention to budget 
principles designed from the point of 
view of the chief executive.” He adds: 
“Public expenditures and fiscal policy 
have an important role to play in the 
economy, according to modern eco- 
nomics. This role is viewed as a com- 
plementary or balancing one 
The contribution of modern economic 
and fiscal theory is that public expendi- 
tures and governmental activities have 
attained a new dignity. The nineteenth 
century conception that virtually all 
public activities requiring the allo- 
cation of resources to government 
impinge on the private sector, thereby 
impeding economic growth and lower- 
ing the level of living, has become 
obsolete. Though the new ideas have 
had a pervasive influence, fiscal and 
economic policy has not been couched 
exclusively in Keynesian terminology. 
A key thought running through the 
official documents of the postwar years 
is that government should maintain 
a favorable environment for the enter- 
prise or private sector of the economy.” 
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Current Business Problems 


Sale-Leasebacks and Leasing in Real 
Estate and Equipment Transactions. 
Harvey Greenfield and Frank K. 
Griesinger. McGraw-Hill Book Com- 
pany, Inc., 330 West 42nd Street, 


New York 36, New York. 1958. 
107 pages. $15. 
This is another of the McGraw- 


Hill Consultant Reports on Current 
Business Problems. It is the com- 
bined work of Harvey Greenfield, an 
attorney in New York City, and Frank 
K. Griesinger, assistant treasurer of 
The Lincoln Electric Company in 
Cleveland. It discusses leasing and 
leasebacks as used in real estate and 
as used for equipment leasing. 


The sale-leaseback technique has 
been used widely to free a corporation 
from legal restrictions frequently 
found in preferred stock certificates, 
long-term agreements and indentures 
covering the issue of debenture obli- 
gations. Productive assets produce 
profits because they are used, not be- 
cause they are owned, and upon this 
principle the entire case for leasing 
and leasebacks stands. 


While there are a number of tax 
advantages in the sale of leasebacks 
of realty, there are few tax-saving 
advantages in the leasing of equip- 
ment. However, all the advantages 
to the seller-lessee and to the purchaser- 
investor are adequately discussed by 
Mr. Greenfield. 


Estate Planning 


W ormser’s Guide to Estate Planning. 
René A. Wormser. Prentice-Hall, Inc., 
70 Fifth Avenue, New York 11, New 
York. 1958. 175 pages. $4.95. 

René A. Wormser is an attorney 
and prominent writer on the subject 
of estate planning. In this book he 
treats the subject from the point of 
view of the father of a family, sug- 


Books 


gesting how he can best organize 
his financial life for the benefit of the 
family under the pressures of today’s 
economic conditions. He deals pri- 
marily with objectives, stating: “If 
you don’t know where you want to 
go, it’s hard to get there. If you know 
where you want to go, experts can 
generally tell you how.” 


The author contends that the young 
father has the most difficult invest- 
ment problems because of rising living 
costs and heavy income taxes. He 
cannot immediately plunge into equity 
investments. His first concern must 
be life insurance. “The smaller your 
fortune, the more life insurance you 
need.” The author advises the young 
father to invest, apart from cash re- 
serves, in shares of successful and 
growing enterprises, and shows in this 
book how to select them. 


The book reports that real estate is not 
the investment for the young father, un- 
less it be in his own well-selected 
home, which can, in itself, reflect in- 
flation and grow in general value. 


Wormser insists that “to plan in- 
telligently for your wife, you must 
know what kind of a wife you have 
[financial wise]” and offers objectives 
in planning for that type of wife. He 
also offers coverage on such other 
subjects as these: where to get spe- 
cialized help, objectives for your chil- 
dren, how to preserve a family business 
for the family, planning a substitute 
occupation upon retirement, objectives 
for the charitably inclined and how 
to fix sound investment policies. 


He explains a multitude of tax-savings 
methods in estate planning and shows 
how an estate should be analyzed in 
preparation for planning. 

There is a supplement entitled “Some 
Cautions to Be Exercised in Estate 
Planning in the Face of Inflation” 
and an index. 
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FROM THE THOUGHTFUL TAX MAN—Continued from page 665 


was lawfully entitled, would reflect no 
income taxable by the state, whereas 
his state tax without the deduction 
was $43,437.25 and his total tax load, 
both state and federal, was increased 
by only $3,909.35. Who is to make 
up this loss of state revenue, if the 
federal tax is allowed as a deduction 
on state returns? 


Another absurd result from the al- 
lowance of the federal tax deduction 
is the case of a taxpayer, with an 
annual income ranging from $75,000 
to $150,000 for a period of 15 years 
prior to Georgia’s discontinuance of 
the deduction, who paid less income 
tax to Georgia than another individual 
with an income for the same period 
ranging from $4,000 to $7,500 and 
with the same personal exemption. 
The large income taxpayer had sizable 
bank dividends for each year on which 
a federal tax was paid, but the divi- 
dends were exempt from state income 
tax. The exclusion of the bank divi- 
dends from income plus the deduction 
of federal income tax paid left no in- 
come taxable by Georgia for most of 
the 15 years. For the last year before 
the disallowance of the federal tax 
deduction, this taxpayer, with an in- 
come of $84,000, paid Georgia a tax 
of $21.11, with all the personal ex- 
emption being claimed by his wife, 
whose income was much larger than 
his. If there had been no deduction 
of federal income tax and no exclu- 
sion of bank dividends from taxable 
income, he would have paid Georgia 
a tax of $3,091. Who will make up 
this loss of state revenue, if the fed- 
eral tax is allowed as a deduction? 


There were many instances prior 
to the discontinuance of the federal 
income tax deduction where corpora- 
tions filed nontaxable returns, paying 
no tax to the state even though enjoy- 
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ing large profits before the deduction 
of the federal tax. An outstanding 
example is the case of one of Georgia’s 
oldest and most prosperous textile 
mills, which filed nontaxable returns 
for the last two years preceding the 
discontinuance of the federal tax de- 
duction on state returns. The textile 
corporation had profits before the de- 
duction of federal taxes of $3,196,768.33 
and $1,395,890.09 for the respective 
taxable periods. Federal taxes were 
deducted—based on the prior years’ in- 
come—-in the amounts of $5,416,890.39 
and $1,395,890.09, reflecting losses 
on the returns of $2,220,122.06 and 
$25,259.16 for the respective years. 
Had the federal tax not been allow- 
able, the state would have received 
a tax for the respective years of 
$175,822.26 and $75,384.76. Of the 
amount paid to the state the corpora- 
tion would have received in economic 
effect an offset of 52 per cent on its 
federal taxes. 


On the facing page are samples of 
the effects at the same tax rate of the 
federal tax deduction on actual re- 
turns filed by individuals, domestic 
corporations and foreign corporations 
for the last taxable year prior to 
Georgia’s discontinuance of the fed- 
eral tax deduction. Particular atten- 
tion is directed to the fact that in 
every instance cited of the individuals 
and of foreign corporations, the addi- 
tional tax, by reason of the discon- 
tinuance of the federal income tax 
deduction, exceeded the tax due on 
the return as filed, and the total addi- 
tional tax due on the seven domestic 
corporations cited exceeded the total 
tax due on the returns. Who is to 
bear the burden of recouping this loss 
of state revenue, if the federal income 
tax is allowed as a deduction on state 
income tax returns? 
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Net Taxable In- Federal Net Income State Tax State Tax Af- Additional 
come per Return Taxes Before Federal per Return ter Disallowing Georgia 
(Before Exemption) Deducted Tax Deductions Filed Federal Tax Revenue 

INDIVIDUALS: 

$ 20,093.41 $ 129,319.51 $ 149,412.92 $ 705.60 $ 970.63 $ 9,000.70 

3,557.48 58,222.97 61,780.45 None 3,728.00 3,728.00 

(33,746.91) 45,561.63 11,814.72 i 255.70 255.70 

40,655.55 78,500.05 119,155.60 2,210.89 7,705.89 5,495.00 

5,568.71 33,871.83 39, 440.54 82.06 2,195.83 2,113.77 

1,198.63 115,284.55 116,483.18 None 6,648.82 6,648.82 

1,555.25 24,277.29 25,832.54 21.11 3,091.00 3,069.89 


(40,231.52) 11 


DOMESTIC CORPORATIONS: 


669,835. 


(2, 220,122.06) 5,416,890. 39 


(25,259.16) 1,395,890. 
11, 246,055.58 11,917,856. 
1,877,571.47 1,681,949. 
79%, 303.49 364,804. 
2,202,915.10 1,834,535. 
(1,074, 241.06) 1,176,596. 
FOREIGN CORPORATIONS: 
(363.04) 


8,547 ,691.35 


102,560. 
10,183,610. 
5, 814,461.12 11,146,082. 
(6,936.88) 232, 483. 
896,274.09 1,422.606. 
1,175,516.00 2,123,342. 
2,963,517.08 3,485,070. 
2,507 ,605.77 3,381,146. 


(24,880.00) 102,164. 


629,603.59 


3,196, 768.33 
1,370,630.93 
23, 163,911.58 
3,559,520. 
1,159,107. 
4,037,450. 


102,354. 


102,197. 
18,731,301. 
16,960,543. 
225,550. 
2,318,880. 
3,298, 858. 
6,448,587. 
5,888,751. 

TT, 28h. 


None 43,612. 43,612. 


None 175, 822. 175,822. 
None 

618,533.06 

103, 266.43 


43,686.71 


75,384. 75,384. 


1,274,015. 655,482. 
Th 


72 


195,773. 
63,750.8 


92,507. 
20,064. 
32 
98 


121,160.33 222,059. 100,899. 


None 5,629. 


5,629. 
5,620. 5,620. 
560,098. 
613,254. 


12,405. 


None 
470,123.02 1,030,221. 
69 
30 
75 
00 


319,795.36 933,049. 


None 12,405. 
127,538. 


181,437. 


49,295.07 78,243. 


64,653.38 116,783. 
8h 


98 


162,993.44 354,672. 191,678. 
185,962. 


4,250. 


25 


79 137,918.32 323,881. 


00 None 4,250. 
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Since the Georgia General Assembly 
in 1955 amended the income tax stat- 
ute to disallow the federal income tax 
as a deduction from gross income, the 
principal complaints of the change 
have come from the small taxpayers, 
who are its chief beneficiaries. While 
the large income taxpayers, one of 
whom is equal to an army of small 
taxpayers from a revenue point of 


Federal Tax Deduction Scheme 


view, are bearing the increased tax 
burden by reason of the change, they 
are scrupulously avoiding the publi- 
cation of that fact. Numerically, and 
that is the way you count votes, the 
small income taxpayers constitute a 
great majority of income taxpayers, 
so the large income taxpayers see no 
necessity for attracting attention to 
their situation so long as the small 
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taxpayers fight the battle for restora- 
tion of the federal tax deduction. 


For the reason that sales taxes bear 
most heavily upon the low income 
taxpayers, the amended income tax 
statute was designed to place the in- 
creased state tax burden where it 
rightfully belongs, squarely on the 
shoulders of those most able to bear 
it—the high income taxpayers. 


Tax administrators will best under- 
stand this paradox: If you want to 
get hurt, help an ungrateful taxpayer. 
Paradoxical it is but none the less 
true. Upon the change of the law, 
the politicians, with little regard for 
the truth, began to wax eloquent for 
a restoration of the deduction, while 
the low income taxpayers, the chief 
beneficiaries of the change, wailed 
and used newspaper columns to be- 
moan their increased tax burden. 


In order that those who desire to 
know may not remain uninformed, on 
the next page there is a comparative 
schedule of the tax effects of the old 
and the new law. The schedule deals 
only with individuals with incomes 
from $3,000 to $25,000, from whence 
cometh the pleas for a restoration of 
the federal tax deduction. 


Taxpayers with small incomes usually 
find it to their advantage to use the 
optional standard deduction, and they 


do use it. But if the deduction of 
federal tax is allowed on state re- 
turns, this advantage to the small 
taxpayer is completely nullified. 


Another paradox is presented in 
the case of taxpayers pleading for 
the privilege to deduct federal taxes 
on state returns and at the same time 
proclaiming their loyalty to the sover- 
eign state—opposing, if you please, 
a centralized federal government and 
claiming allegiance to strong independ- 
ent state governments. As _ further 
proof of the paradox, it is submitted 
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that approximately 85 per cent of the 
income taxed by states imposing a 
tax directly on, or measured by, net 
income is in states which do not 
allow the deduction of federal income 
taxes. Such states enjoy the benefit 
of the increased tax yield and are to 
such extent relieved of the humiliat- 
ing necessity of requesting it back 
from the federal government in the 
form of grants-in-aid. Furthermore, 
the taxpayers in such states, because 
of larger state income tax deductions, 
enjoy a lower federal tax per dollar 
income than do the taxpayers in states 
allowing the federal tax deduction. 


Lastly, may I submit, allowing the 
deduction of federal income taxes on 
state returns to reduce taxes is not 
the same as reducing rates to reduce 
taxes. The two schemes produce differ- 
ent tax effects—the former benefiting 
only some taxpayers while the latter 
benefits all taxpayers. 


The federal tax deduction operates 
upon the base of the state tax, and 
progressively depreciates the base at 
ach bracket in the federal rate scale. 
At the highest federal bracket the 
state base is almost completely de- 
preciated. The situation is entirely 
different with respect to a deduction 
that does not progressively depreciate 
the tax base. For example, a property 
tax is at the same rate on small, 
medium or large amounts of property 
and is an appropriate deduction for 
all classes of taxpayers, small, medium 
and large, since the allowance, as a 
deduction, does not progressively de- 
preciate the tax base nor permit in 
substance the federal government, by 
fixing its rates, to disturb the state’s 
budget. 


Reducing taxes by a reduction in 
rates, however great the reduction, 
would in no way depreciate the base 
for the computation of the tax. The 
tax base would be exactly the same 
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Comparative Schedule of Old and New Georgia State Income Taxes 


Se eanIEnnIE =< eee 
Old 


Gross or Single Married Married Married Married Married Married Married 
Income New No No One Two Three Four Five Six 

ndents Dependents Dependent Dependents Dependents mdents Dependents Dependents 

ola 21.56 2.00 -- 

$3 000 New 14.00 -.- -- 
old 29.58 6.10 -50 
500 New 23.00 1.50 -- 
Old 37.60 10.40 -00 

000 New 32.00 6.00 -- 
Old 45.62 18.60 +00 
New 41.00 1l. -50 
old 55.46 26. +20 
New 50.00 20. -00 
old 67.07 35. -40 
New 63.50 29. -00 
Old 78.56 43 -60 
New 77.00 38. -00 
ola 90.05 51. -78 
New 90.50 47. -00 
Old 101.54 63. -70 
New 104.00 59 -00 
Old 113.80 15. -73 
New 120.00 72 -50 
Old 128.40 87. -76 
New 138.00 86. -00 
old 143.00 99. 19 
New 156.00 99. -50 
Old 157.60 112. -76 
New 174.00 114. -00 
old 172.20 128. -80 
New 192.50 132. -50 
Old 186.16 14h, 84 
New 215.00 150. -00 
Old 201.70 159.68 -04 
New 240.00 170.00 -00 
old 218.20 174.48 -72 
New 265.00 190.00 -00 
old 250.40 207.60 -4o 
New 315.00 240.00 -00 
old 281.40 2hh .60 
New 370.00 290.00 
Old 311.40 281.60 
New 430.00 340.00 
Old 339.90 317.00 
New 490.00 400.00 
Old 373.12 354.40 
New 550.00 460.00 
Old 404.92 396.40 
New 610.00 520.00 
Old 436.00 438.40 
New 670.00 580.00 
Old 466.00 478.48 
New 730.00 640.00 
old 495.28 518.08 
New 790.00 700.00 
old 523.48 557.68 
New 850.00 760.00 
Old 550.96 597.28 
New 910.00 820.00 
Old 577.36 634.96 
000 New 970.00 880.00 
ola 603.04 672.16 
000 New 1,030.00 940.00 
Old 627.64 709.36 
25 000 New 1,090.00 1,000.00 
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after the reduction in rates as it was 
before. Of course, revenues would 
be reduced by a reduction in rates as 
revenues would be increased by a 
raising of rates but that is a budgetary 
problem over which the state has 
complete control. 


The foregoing, which is but a token 
of evidence that could be submitted, 
plainly shows that the deduction of 
federal income taxes on state returns 
is wrong in theory and practice and is 
a bane, not a boon, to the vast ma- 
jority of state taxpayers. [The End] 


A SIMPLIFIED FORMULA FOR ‘‘PARTNERSHIP’’ TAXATION OF 
CORPORATE INCOME—Continued from page 706 


differences in rates of tax on retained 
earnings would not be eliminated 
under the proposed modification of 
the partnership plan. They would, 
however, be rationalized on the basis 
of taxpaying ability of stockholders. 


Conclusion 

Most of the inequities of corporate 
income taxation would be avoided if 
retained earnings were taxed at the 
corporate level at a rate equal to the 
weighted average of stockholders’ 
marginal rates under the individual 
income tax. This method of taxing 
retained corporate earnings would 
achieve essentially the same distribu- 
tion of burden as would result if stock- 
holders were required to pay individual 
income tax on their imputed shares 
of retained earnings. Taxing retained 
earnings at the corporate rather than 
the stoc cholder level would avoid the 
serious objections and complications 
of partnership integration associated 
with taxing stockholders on income 
they do not receive, recomputing 
stockholders’ individual income taxes 
if corporate income is recomputed, 
and determining how retained earn- 
ings should be divided between the 
various categories of stockholders. 
Complications which might arise in 
computing the marginal rate of tax 
of the average stockholder would be 
of minor importance or could be over- 
come easily. It is admitted that the 
proposed modification would be in- 
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ferior to the regular partnership plan 
both in effects on management and 
in equitable distribution of tax burden. 
But this inferiority would be small, 
and the proposed modification would 
be administratively feasible whereas 
the regular partnership plan probably 
would not. The proposed modification 
would be an obvious gain both in 
equity and economic effects compared 
to the present method of taxing cor- 
porate income which ignores differ- 
ences in payout ratios, stockholders’ 
income and ratios of debt to total 
capitalization. 

Nearly all of the criticism of cor- 
porate income taxation has been in 
terms of its failure to tax corporate 
income as if it were partnership income. 
Although there is some support for 
taxing corporations as entities sepa- 
rate and distinct from their stock- 
holders, the complications, inequities 
and unanswerable questions thus in- 
troduced would be compelling reasons 
to ignore the separate-entity doctrine 
for income tax purposes. However, 
the purpose of this paper has been not 
necessarily to advocate adoption but 
rather to describe a method of im- 
plementing partnership taxation of 
corporate income which would be free 
from those serious complications of 
administration and compliance which 
have led most students of corporate 
income taxation to discard the regu- 
lar partnership integration plan as 
unworkable. [The End] 
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Meetings of Tax Men 

University of Chicago Law School. 
—The Twelfth Annual Federal Tax 
Cenference of the University of Chi- 
cago Law School in cooperation with 
University College will be held Oc- 
tober 28-30. The opening session will 
feature an address by Commissioner 
Dana Latham and a paper by William 
Spofford, chairman-nominee, Section 
of Taxation, American Bar Associa- 
tion. Other topics to be covered in 
the three-day meeting include trust 
problems and a discussion of the pros 
and cons of the proposed changes in 
the taxation of corporate distributions 
and adjustments, as recommended by 
the Advisory Group to the Mills Sub- 
committee on Internal Revenue Tax- 
ation. Further information may be 
obtained by writing to the Registrar, 
University College, The University 
of Chicago, 64 East Lake Street, 
Chicago 1, Illinois. 


University of Southern California 
School of Law.— Dates for the Twelfth 
Annual Institute on Federal Taxation 
at the University of Southern Cali- 
fornia School of Law will be October 
28, 29 and 30. The meeting will again 
be held in Bovard Auditorium. The 
planning committee for the institute 
includes John W. Ervin (director), 
Louis M. Brown, Richard H. Forster, 
Arthur Groman, Sidney D. Krystal, 
Arthur Manella, Carl A. Stutsman, 
Jr., and Arthur B. Willis. For fur- 
ther information, communicate with 
Mr. Ervin at the Tax Institute, School 
of Law, University of Southern Cali- 
fornia, University Park, Los Angeles 
7, California. 


Cleveland Regional Tax Institute. 
—The Second Annual Cleveland Re- 
gional Tax Institute, sponsored by 
the Cleveland Bar Association with 
the cooperation of Western Reserve 
University and the Cleveland Bar 


Foundation, will take place October 
22-24 at the Hotel Manger in Cleve- 
land. General subjects to be covered 
include recent tax developments in 
legislation, cases and regulations; tax 
planning for lawyers; compensation 
arrangements in smaller corporations ; 
problems of closely held corporations ; 
and real estate transactions. Commis- 
sioner Dana Latham will address a 
dinner meeting on October 23; his 
topic is “New Policies and Procedures 
in Resolving Tax Problems.” For 
details of program, subjects and 
speakers, write to the Cleveland Bar 
Association, Hotel Manger, Cleveland, 
Ohio. 


Tulane Tax Institute——November 
4-6 are the dates of the Ninth Annual 
Tulane Tax Institute to be held in 
New Orleans at the St. Charles Hotel. 
The opening lecture by Robert An- 
thoine will review current develop- 
ments in federal income tax and 
multistate taxation of commerce. The 
program will feature Subchapter “S” 
and other corporate business problems. 
Special sessions will be devoted to oil 
and gas, accounting problems, and 
business and family transactions. 
Among the scheduled speakers are 
Leonard L. Silverstein, Adrian W. 
De Wind, Arnold R. Cutler, Kenneth 
G. Miller, George D. 
Laurens Williams. Peter A. Firmin 
is the executive secretary of the Tulane 


Brabson and 


Tax Institute. 


University of Alabama.—The De- 
partment of Accounting and the Ex- 
tension Division of the University 
of Alabama have announced that the 
Twenty-ninth Semi-Annual CPA Re- 
view Courses will begin on September 
28 and October 31. 


2 until 
Review sessions will be held in ac 


continue 
counting theory, accounting practice, 
auditing and commercial law. For 
details, write: CPA Review Courses, 
P. O. Box 2742, University, Alabama. 
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Amt, 


FEDERAL ESTATE AND GIFT TAXES EX- 
PLAINED (9118). Prices: 1-4 copies, $3 ea.: 
5-9, $2.70 ea.; 10-24, $2.40 ea.; 25-49, $2 ea. 


INCOME, ESTATE AND GIFT TAX PRO- 
VISIONS (9330). Prices: 1 copy, $4.50; 2-9, 
$4.10 ea.; 10-24, $3.75 ea.; 25-49, $3.40 ea. 


NEW FEDERAL ESTATE TAX REGULA- 
TIONS (8116). Prices: 1-4 copies, $1.50 ea 
5-9, $1.30 ea.; 10-24, $1.20 ea.; 25-49, $1.10 ea.: 
50-99, $1 ea. 

NEW FEDERAL GIFT TAX REGULATIONS 
(8446). Prices: 1-4 copies, $1 ea.: 5-9, $.90 
ea.: 10-24, $.85 ea.; 25-49, $.75 ea.; 50-99, 
$.70 ea 

Quote prices on larger quantities with 
our imprint. 


Remittance herewith C) Bill us 


Signature & Title 
Firm 
Attention 


Street Address 
9118—407 


City, Zone & State 


(If ordering by letter or purchase order, 
please attach this card.) 


CCH GUIDES TO 
SOUND ESTATE PLANNING 


FEDERAL ESTATE AND GIFT TAXES EXPLAINED— 
Including Estate Planning, 1959 Edition 

Now Ready! An ideal reference for day-to-day use, handy for desk or brief case, 
this easy-reading book reflects all 1958 amendments, rulings, estate and gift tax regula- 
tions to press time. It’s designed to give you extensive explanation on federal estate and 
gift taxes. Simplifies such questions as: how estates and transfers are subject to federal 
estate or gift taxes, valuation of estate assets and gifts, how to keep taxes at legal lows 
by effective estate planning. Includes valuable, timesaving rate tables plus computations 
to lessen the possibility for error. Sample schedules indicate methods used for filling in 
various schedules which appear in official forms. Topical index; 288 pages, 6” x 9”, 
heavy paper covers. Price, $3 a copy. (Subscribers for CCH’s Current Law Handybooks 
receive and should order only for extra copies. ) 


INCOME, ESTATE AND GIFT TAX PROVISIONS— 
Internal Revenue Code 
Including 1959 Amendments 


Here is truly a compact, handy guide to the full texts of the income, estate and gift tax 
and miscellaneous regulatory Code provisions as amended by 1959 law changes. Making 
this brand-new book even more effective are the excellent rate tables, and a convenient 
cross-reference table from the 1939 Code to the 1954 Code. Topical index makes everything 
easy to use, easy to find. Over 800 information-packed pages, 6” x 9”, heavy paper covers. 
Price, $4.50 a copy. In preparation. (Subscribers for CCH’s Current Law Handybooks 
receive and should order only for extra copies.) 


a NEW FEDERAL ESTATE TAX REGULATIONS 


FEDERAL One book that should be within easy reach of everyone 
ESTATE TAY concerned with estate taxes. Concisely arranged in this handy 
source is the full official text of the new Federal Estate Tax 

REGULATIONS Regulations. Designed to fit your requirements, this book 
provides invaluable tax information in a specialized area; gives 

needed tax facts te simplify preparation of returns and 
®, facilitate program planning. Topical index; 112 pages, 6” x 9”, 

nani heavy paper covers. Price, $1.50 a copy. 
———— VEW | 
FEDERAL NEW FEDERAL GIFT TAX REGULATIONS 


GIFT TAX Here, in this handy book, are the latest Federal Gift Tax 
Regulations in full official text. It’s invaluable as a guide to 
REGULATIONS | the preparation of returns .. . indispensable as an aid to tax 
planning. Topical index; in all, 64 pages, 6” x 9”, heavy paper 

covers. Price, $1 a copy. 


All Commerce Clearing House Publications 
All Dependable— 


t Order Ca 


CCH, PRropucTs, COMPANY. 


NRA QA AAAANHMNMHOMHNNN? 
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